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PEEFACE 

Whenever the author, as a teacher, has had the oppor- 
tunity of digressing from the beaten path, he has experi- 
mented to find some method by means of which account- 
ing principles could be taught within a minimum amount 
of time without sacrificing essentials. This desire was 
due in part to the author's dissatisfaction with the earlier 
teaching methods under which he chafed as a student; 
in part to the dissatisfaction expressed to him by ma- 
ture students of accounting who were studying elemen- 
- tary principles and to whom the method of writing and re- 
writing sets of fictitious transactions did not appeal ; and 
in part to the seemingly woeful lack on the part of many 
so-called accountancy course graduates, with whom the 
author has come into contact, of comprehending and rec- 
ognizing fundamental principles when encountered upon 
a ledger under audit. Many of these latter were able to 
journalize correctly almost all types of transactions, but 
^ after a journal entry had been posted and the posted 

entry drawn to their attention under a different set of 
fv circumstances, they failed in interpreting it, in determin- 

er^ ing whether it had been made correctly, and in pointing 

^. out its effect upon the balance sheet or upon the state- 

K-^ ment of profit and loss. 

X The author has endeavored, therefore, to set forth a 

"i fundamental principle to the end that, if this principle* 

cJ was thoroughly understood, it could be recognized regard- 

^t less of the circumstances under which it might be encoun- 

K tered. Likewise, firmly believing that practice of the 

^ proper kind is essentially necessary to the correct under- 

'i standing of accounting principles, and that such practice 



iv PREFACE 

cannot commence too early during one 's course of study, 
he turned to the various C. P. A. examinations as present- 
ing the kind of material that should be used as much as 
possible in this practice work. The result of these 
endeavors is contained in the present volume and the one 
next following, which are presented as a complete first 
year course in accounting; the first volume covers the 
work of the first semester and the second that of the sec- 
ond semester. If the author has in any way simplified 
for a beginner a few of the basic principles underlying the 
subject of accounting, he will not believe that his work 
has been in vain. In his own classes, he has received a 
most gratifying response from the students who have 
been enrolled. 

The essence of accounting, the aim and object of every 
properly kept system of double entry, is the presentation 
of: 

1. A correct exhibit of the financial status of a con- 

cern as at a given moment of time which, in 
double entry, is known as a "balance sheet." 

2. A showing of the results secured during a stated 

period of time, which, in double entry, is em- 
bodied in the "profit and loss statement," more 
correctly known as the "statement of profits 
and income." 
By studying this goal briefly in the very beginning, the 
student familiarizes himself with the -purpose and object 
of account-keeping and thereby is in a better position to 
contemplate and understand the means used in modern 
I accounting to attain this end and object. A general who 
states briefly to his subordinate officers the purpose and 
object of a certain action is in a better position to receive 
an intelligent execution of his orders than is one who 
merely gives an order without indicating why it has been 
given. A student who in the very beginning is taught 
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the object and aim of account-keeping has a solid founda- 
tion upon which to build and an anchor to which to tie 
the many and various principles later set forth in his 
studies. Because of these reasons, the author has dis- 
cussed the financial statement in a brief manner in the 
first chapter, and in the second chapter he has continued 
the discussion in its application to both single and double 
entry, the better to show the reason for the use of the 
statement of profits and income, the latter being the sec- 
ond statement of major importance deducible from a 
properly kept double entry set of records. 

Every accountant and person thoroughly familiar 
with the subject of accounting agrees that the essential 
accounting record is the ledger and that all the results 
which recordative accounting is capable of affording may 
be obtained by the use of the ledger alone, even though 
in practice it would be impossible to keep accounts merely 
by means of a ledger. Any additional books that it may 
be found advisable to use as depositories for the tech- 
nical entries are simply parts or branches of the ledger 
system. They are only the media in which the technical 
expression of business transactions is set forth prior to 
entry upon the ledger. They can only be properly under- 
stood and correctly used when they are looked upon as 
such. If one has a thorough knowledge of the use of the 
ledger, the principles underlying the. use of the other ac- 
counting records are few, simple, easily understood, and 
not of sufficient importance to be given the consideration 
accorded them in many elementary accounting courses. 
If a person understands the double purpose for which ac- 
counts are kept, as indicated above, and then approaches 
his further study of accounting from the ledger point of 
view, he will understand not only the ' ' how ' ' of the sub- 
ject but the "why" as well, and will do so in a relatively 
short period of time. Therefore, in chapters three to 
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eight inclusive, the author has discussed the ledger ac- 
counts in detail. 

From the discussion of ledger accounts, the subjects 
of adjusting and closing a ledger, and of preparing the 
two basic statements from the facts therein displayed, 
are approached. The discussion concludes with chapter 
fourteen. Chapter fifteen is concerned with the operative 
principles underlying records of original entry; these 
are easily comprehended, provided the student under- 
stands the fundamental operations underlying the use of 
the ledger. These fifteen chapters cover the so-called 
operative side of accounting, and constitute Course No. 
1, the minimxma amount of time allotted thereto being fif- 
teen weeks. 

Course No. 2, covering the work of the second semes- 
ter of the first year, presents briefly in fifteen chapters, 
with questions and problems, the principles underlying 
the construction of records, partnership accounting, 
branch and consignment accounting, joint venture ac- 
counting, and the control of manufacturing accounts upon 
the general books. 

To either course, not less than three hours a week 
should be allotted. And not more than one hour each 
week should be devoted to a theoretical explanation of 
the work under discussion. This leaves two hours each 
week for laboratory work, — class discussion, and class 
demonstration. It is during these two hours that the ex- 
perience of the teacher counts heavily for success. The 
author himself spends the entire time during these two 
hours upon a general discussion of assigned questions 
and problems. In this connection, enough material is 
presented to provide both for the class discussion and 
for the home work, the latter, likewise, being an essential 
feature of the course. Before leaving a question or a 
problem, care must be observed to see that a model answer 
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or solution has been evolved, and that all possible angles 
have been covered and disposed of. 

From experience, the author feels confident that the 
ultimate result following the method employed in these 
pages is that the student will become efficient both in 
accounting activities up to the trial balance, and in 
those beyond it ; when this order of procedure is not fol- 
lowed, the demonstrated result at best is efficiency either 
up to the trial balance and deficiency beyond it, or vice 
versa. 

Geobge E. Bennett. 
614 Cahill Building, 
Syracuse, New York, 
September 1, 1920. 



CONTENTS 

VOLUME I 

FAQE 

Introduction xix 

Accountancy xix 

Business xix 

Profit XX 

Business Satisfies Wants xxi 

Classes of Business xxi 

Accountancy a Profession xxi 

Field of Service of Accountancy xxii 

Accounting xxii 

Science xxii 

Accounting a Science — Bookkeeping Not a Science . . xxiii 

Accounting a New Science xxiv 

Proper Accounting a Business Fundamental . . . xxiv 

Purpose of a Course in Accounting xxvi 

Those Who Should Study Accounting xxviii 

The Accountant xxviii 

The Certified Public Accountant xxix 

The Need for Accountants xxx' 

Executive Positions xxx 

Basis of Proficiency xxxi 

The Training Required xxxi 

Theory of Accounting xxxii 

Practical Accounting xxxiii 

Auditing xxxiii 

Commercial Law xxxiv 

Economics xxxiv 

Wealth xxxiv 

Right of Property xxxv 

Value and Price xxxvi 

Organization and Finance xxxvi 

Accounting Related to Economics xxxvi 

Criticism of Present Practice xxxvii 

How to Study xxxviii 

Interest xxxix 

Prejudice xl 

ix 



X CONTENTS 

CHAPTBB PAOB 

I Peoprietoeship. The Financial Statement .... 3 

Value 3 

Signs of Plus and Minus 3 

Basic Problems of Accounting 3 

The Simple Accounting Equation 4 

Basic Principle Underlying Accounting Science ... 5 

Continued Discussion of the Simple Equation .... 6 

Determination of the Starting Point 7 

Statement of Condition 8 

Assets 10 

Liabilities 11 

Capital: Economic Versus Accounting Capital ... 11 

Reconstructed Statement of Condition 12 

Explanation of Reconstructed Statement 12 

Miscellaneous Suggestions on the Preparation of Finan- 
cial Statements 14 

Classes of Business Organization 15 

Single Proprietorship 16 

Partnership 17 

Corporation 19 

Working Organization 23 

II The Compabative Financial Statement. Single Entey 24 

Capital Comparisons 24 

The Comparative Statement 25 

Debit and Credit 27 

Single Entry Bookkeeping 28 

The Use of Single Entry: Advantage and Disadvan- 
tage 29 

The Single Entry Set of Books 31 

The Single Entry Daybook 31 

The Single Entry Cash Book 32 

The Single Entry Ledger 34 

Proprietor's Account 36 

Net Worth or Capital Investment 36 

Preparation of Statement of Assets and Liabilities . . 37 

Preparation of Statement of Profit and Loss .... 37 

Illustrative Problem 38 

Single Entry Uncertainty and the Comparative Statement 39 

Records of Temporary Proprietorship: In Single Entry 40 
Points to Consider in Changing from Single to Double 

Entry . j 41 

III The Account 47 

The Initial Equation as a Starting Point 47 



CONTENTS xi 

OHAPTEB p^Qj, 

Adjustments of the Initial Equation 48 

Cumbersomeness of the Detailed Equation ..... 52 

First Simplification of the Form of the Detailed Equation 52 

Analyzing the Business Transaction 53 

Debit and Credit 56 

The Account 57 

The Standard Form of an Account 61 

The Standard Account Illustrated 65 

The "T" Account 67 

Equilibrium in the Account 67 

IV The Inventory 69 

Inventory of Assets 69 

Record of Quantity or Record of Quantity and Value . 70 

Utility of the Perpetual Inventory 72 

The Inventory Plan in Connection with Purchases and 

Sales 73 

The Simple Equation in the Tabulation 75 

First Plan of Determining Cost Price 76 

Second Plan of Determining Cost Price 76 

Third Plan of Determining Cost Price 78 

Use of the Columns on the Form 80 

Invoice 81 

Material Received 81 

Material Issued 83 

The Merchandise Account 83 

Subdivision of the Merchandise Account 84 

V Double Entry Bookkeeping. Classification op Ac- 
counts 86 

Double Entry DeiJned 86 

The Ledger 86 

The Two-fold Effect of a Business Transaction Reviewed 88 
The Application of the Double Entry Principle to a Series 

of Transactions 90 

Basic Financial Statement 92 

Increase of an Asset: Purchase 93 

Increase of Liabilities: Going Into Debt 94 

Decrease of an Asset: Sale 95 

Decrease of Liabilities: Getting Out of Debt .... 96 

Increase of Proprietorship: Sale 97 

Decrease of Proprietorship: Outlay Without Tangible 

Return 98 

Goods Returned 98 

Ledger Accounts for a Series of Transactions .... 100 



xii CONTENTS 

OHAPTEB PAGE 

Debit and Credit Schedule — Summary 101 

Classes of Ledger Accounts 104 

Classification of Asset Accounts 104 

Classification of Liability Accounts 107 

Classification of Proprietorship Accounts 108 

Tjrpi<3al Illustrative Classification 112 

Personal and Impersonal Accounts 114 

Real Accounts 114 

Nominal Accounts 114 

Current Account 115 

Summary Account 115 

Accounts Both Current and Summary 116 

Memoriter Account 116 

Proprietorship Account Reconstructed 116 

VI Balance Sheet Accounts 120 

Introductory ... 120 

The Ledger Accounts of a Mercantile Business . . . 120 

The Fixed Asset or Property Accounts 122 

Land 123 

Buildings 124 

Equipment, Furniture and Fixtures, Etc 127 

Current Assets 129 

Working and Trading Assets : Working Capital . . . 130 

Cash 134 

Accounts Receivable 135 

Commercial Paper 136 

Notes Receivable 137 

Notes Receivable Discounted 138 

Bills of Exchange 139 

Sight Drafts 140 

Time Drafts 140 

Investments 141 

Fixed Liabilities 143 

Current Liabilities 144 

Proprietorship 145 

VII Controlling Accounts 148 

The Going Inventory of Merchandise 148 

Controlling Subsidiary Accounts 150 

Alternate Method of Recording Merchandise .... 151 

Accounts Receivable 151 

Accounts Receivable Controlling Account 153 

Accounts Payable and the Controlling Account . . . 155 



CONTENTS xiii 

OHAPTBB PAGE 

More Than One Controlling Account Over a Similar Class 

of Transactions 157 

Errors Localized 158 

Further Use of Controlling Accounts 159 

Summary of Advantages in Using Controlling Accounts 160 

Ledgers for Controlling Accounts 161 

Debits and Credits to the Controlling Account . . . 162 

Notes Receivable Ledger 163 

Suspense Ledger and Suspense Account: Doubtful Ac- 
counts Receivable 163 

Stores Ledger and Materials Account ... . . . 164 

Primary Account 165 

Adjustment Account 165 

Collective Account 166 

VIII Peofit and Loss Accounts . 167 

Accounts Short of Proprietorship 167 

Classification of Income and Expense Accounts . . . 168 

Income from Sales 169 

Cost of Sales 172 

Gross Profit on Sales 177 

Selling Expense 177 

Administrative and General Expense 179 

Net Profit on Sales: Income from Operation .... 180 

Additions to Income 180 

Total Income 183 

Deductions from Income 183 

Net Income 185 

Miscellaneous Losses and Gains 186 

Summary Account of Profit and Loss 187 

IX The Trial Balance 190 

Work Preliminary to Statement Preparation .... 190 
Classification of Entries Found in a Set of Books . . . 190 
Ledger Work Preliminary to Taking a Trial Balance . . 191 

The Balance of an Account 192 

Transferring Amounts in Accounts 192 

Rulings 194 

Use of Colored Ink 194 

Equilibrium of Debits and Credits 194 

Trial Balance Defined 195 

Preliminary Versus Adjusted Trial Balance .... 197 
Precautions to Be Observed in Drawing a Trial Balance . 197 

Accounts Not to Be Considered 198 

Order of the Accounts 198 



xiv CONTENTS 

OHAPTEB PAOX 

Methods of Preparing a Trial Balance 199 

Period Covered by the Trial Balance 202 

Functions of the Trial Balance 203 

Financial Statements 204 

Facts Demonstrated to the Bookkeeper by a Trial Balance 205 

Bookkeeping Errors 205 

Locating Errors in a Trial Balance 206 

Proving Subsidiary Ledgers 207 

X Adjustment Entries 208 

Introductory 208 

Operations in Closing a Ledger 208 

Adjustment Entries Defined 209 

Effect of Inventory Adjustments 210 

Inventory Versus Appraisal 211 

Adjustments of Merchandise Based on Going Inventory 212 

Going Inventory Substitute 213 

Adjusting Records of Merchandise 215 

Explanation of Solution 216 

Taking Inventory 220 

Inventory Valuation .... 220 

Goods Included and Not Included in Inventory . . . 221 

Signatures of Inventory Takers 221 

Appraisal of Assets 222 

Depreciation Defined 222 

Causes of Depreciation 223 

Method of Recording Depreciation Upon the Books . . 224 

Depreciation Reserve Account 225 

Showing Asset Value Reduction on the Balance Sheet . 226 

Discarding a Depreciated Asset 226 

Methods of Providing for Depreciation 227 

Depreciation of Current Assets — Accounts Receivable: 

Reserve for Bad Debts 228 

Reserve for Discounts 230 

Other Reserves 231 

Unrecorded Transactions 233 

Prepaid and Accrued Ltems 235 

Illustrative Accounts 236 

Rent 236 

Insurance 238 

Wages 239 

Taxes 240 

interest 242 

Adjustments on Both Sides of an Account 243 



CONTENTS XV 

OHAPTEB PAQjj 

XI Capital Veksus Eeventje. The "Working She^t oe 

Statement 244 

Introduction 244 

Capital Versus Revenue 244 

Three Points to Be Considered 245 

Five Tests to Apply in Determining "Whether a Charge 

Is Against Capital or Revenue 247 

Illustrations of Tests 248 

Miscellaneous Examples of a Doubtful Nature .... 249 

Organization Expenses 249 

Interest on Bonds 260 

Advertising Expenses 251 

Goodwill 252 

Direct Charges Against Surplus 252 

Fixed Charges "Versus Operation Expenses 254 

Definition of the "Working Sheet 255 

Usual Form of Working Sheet 256 

Illustrative Problem and Solution 257 

Preparation of the "Working Sheet 258 

The Guiding Principle 260 

Locating Errors "When the "Working Sheet Does Not Bal- 
ance 262 

XII Closing the Books 264 

Introduction 264 

Closing Entries 264 

The Profit and Loss Account Versus the Profit and Loss 

Statement 265 

Scope of the Present Chapter 265 

Simple Profit and Loss Account: Illustrative Problem . 266 
Transfer of Profit and Loss Account Balance .... 267 

The Use of the Drawing Accounts 268 

Trading, Profit and Loss Account: Illustrative Problem 269 
Summary Profit and Loss Account with Many Subsidi- 
aries: Illustrative Problem 274 

Temporary Character of Profit and Loss Account . . . 283 
Three-fold Character of the Summary Profit and Loss 

Account 285 

Summary Discussion 285 

The Balance Account 286 

XIII The Statement of Peopits and Income 288 

Introduction 288 

Financial Statements 288 

Statement of Profits and Income 289 



xvi CONTENTS 

OHAPTEB PAQB 

Statement of Profits and Income of Interest to Proprietor 

and Stockholders 290 

The Account Form of Statement of Profits and Income . 291 
The Report Form of Statement of Profits and Income . 292 
Statement of Profits and Income: Illustrative Example 

No. 1 293 

Statement of Profits and Income: Illustrative Example 

No. 2 294 

Departmental Accounts 296 

Illustrative Example of Departmental Statement . . . 297 

Manufacturing Accounts 300 

Illustrative Statement for a Manufacturing Concern . . 301 
Turnover 303 

XIV The Balance Sheet 305 

Introduction 305 

Balance Sheet Defined 306 

Misuse of the Term 306 

Balance Sheet Equation 307 

Purpose of a Balance Sheet 308 

Statement of Opinion 308 

Form of Balance Sheet : Account Versus Report Form . 309 

Exhibits and Schedules 312 

Liabilities 312 

Contingent Liabilities 312 

Deferred Charges 313 

What Remains on Books After Closing 313 

Balance Sheet Illustrated 314 

Bankers' Form of Balance Sheet 315 

English Form of Balance Sheet 317 

Double Account Form of Balance Sheet 318 

Statement of Income and Expenditure Versus Statement 
of Receipts and Payments 319 

XV The Journal and Its Expansion 322 

General Ledger InsufSciency 322 

The Journal 324 

Simple System of Accounts 328 

The Special Column — Columnar Journal 329 

Insufficiency of Columnar Form of Simple Journal . . 330 
Subdivision of the Simple Columnar Journal Into Other 

Books of Original Entry 331 

The Cask Book 332 

Closing the Cash Book 335 

Purchase Journal 336 



CONTENTS xvii 

OnAPTEB PAOK 

Sales Journal 337 

The Modern Journal 337 

The Journal Voucher 338 

Columnar Records of Original Entry 339 

Columnar Purchase Book 340 

Columnar Sales Book 341 

Columnar Cash Book 342 

Petty Cash Book 343 

Columnar General Journal 345 

Changing from Single to Double Entry: Opening a Set 

of Double Entry Records 347 

Illustrated Set of Transactions 350 

Ledger Accounts 352 

General Ledger 353 

Accounts Receivable Ledger 356 

Accounts Payable Ledger 357 

Cash Book 362 

Petty Cash Book 362 

Purchases Book 362" 

Sales Book 362 

General Journal 364 

Trial Balances 364 

Conclusion 366 

Questions and Problems 

Chapter I 367 

Chapter II 369 

Chapter III 371 

Chapter IV 374 

Chapter V 377 

Chapter VI 380 

Chapter VII 383 

Chapter VIII 385 

Chapter IX 388 

Chapter X 391 

Chapter XI 396 

Chapter XII 402 

Chapter XIII 406 

Chapter XIV 410 

Chapter XV 414 



INTRODUCTION 

Accountancy 

The Department of Education of the State of New 
York, under whose supervision are held the examinations 
for the state accounting degree of Certified Public Ac- 
countant, and the Year Book for 1913 of the American 
Association of Public Accountants both define account- 
ancy as follows : 

"Accountancy is a profession, the members of 
which, by virtue of their general education and pro- 
fessional training, offer to the community their serv- 
ices in all matters having to do with the recording, 
verification and presentation of facts involving the 
acquisition, production, conservation and transfer of 
values." 

Business 

Whenever a person aids you in getting what you want, 
he renders you a service. If he renders this service 
for a profit and assumes a risk in so doing, he is in busi- 
ness. Therefore, business may be defined as "any gain- 
ful occupation of which profit is the goal and in which 
there is risk of loss." If profit is not the goal, an enter- 
prise is not a business one. 

A person is in business only in so far as he hires 
labor and markets products; and in so doing he is con- 
cerned more or less with problems of management, sales- 
manship, credit and accounting. A small storekeeper 
who buys goods to sell at a profit, taking a risk that he 
may not be able to do so, is in business. A clerk on a 
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salary takes no business risk, does not think about profits 
and, therefore, is not a business man. A bookkeeper as 
a bookkeeper is not in business; he is a mechanic. But 
as an accountant, able to improve the system of accounts 
of his employer and to warn him of the dangers incident 
to rising costs, a bookkeeper is a business man, even 
though his own money is not at stake. 

Profit 

When a business enterprise has paid all its costs and 
expenses for a certain period, the surplus' left over above 
the amount that was invested therein at the beginning of 
the period is profit. A small grocer who does business 
on a cash basis must sell his goods at such prices and in 
such volume that he can pay the wages of his employes, 
rent to the landlord, and the other business expenses. 
If at the end of the year his stock of goods has not de- 
creased in value, and his outstanding debts are no greater 
than at the beginning of the year, the increase or decrease 
of his bank balance at the end of the year as compared 
to the balance at the first of the year will show his profit 
or loss for the year. 

The amount of this profit depends upon two things : 

1. That costs be kept at the lowest possible point. 

2. That goods be sold for the highest possible 
price. 

As the distance existing between cost and selling price 
grows wider, profits increase. Since human wants are 
not fixed and are always changing in their nature, busi- 
ness and industry are in a constant state of fluctuation ; 
this makes the profit problem anything but a simple one. 
Its proper solution points out what obstacles existing in 
the way of making a profit need removal and how this 
removal should be accomplished. 
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Business Satisfies Wants 

Business must satisfy human wants. A business man 
must satisfy the wants of the public, not his own. Profit 
is earned only through his ability to please others. He 
must buy and sell what the people want. He cannot sell 
his goods merely because he himself thinks they are bet- 
ter than the goods people call for. If he desires to 
siecure a profit, he must be ruled by the tastes or judg- 
ment of the public. 

Classes of Business 
Business may be divided into three classes : 

1. The production and sale of goods. 

2. The purchase and sale of commodities. The 
term ' ' commodities ' ' here means anything which has 
value. This point refers to a trading and merchan- 
dising business. 

3. The purchase and sale of services. This point 
refers to the services of persons or articles : banking 
(credit), theaters (the managers), railroads, steam- 
ship lines, telegraph and telephone companies, land- 
lords, etc 

Accountancy a Profession 

The above definition of business does not include many 
gainful occupations because profit is not their primary 
aim — at least it should not be. The most important of 
these are the professions, — law, medicine, theology, en- 
gineering, architecture, and accountancy. 

Professions differ from business occupations in that 
they have definite codes of ethics which prescribe and 
limit the conduct of practitioners in the various con- 
tingencies likely to arise. A professional man is not sup- 
posed to advertise, for the only thing he can advertise is 
his own ability. A merchant may advertise the virtues 
and qualities of his goods, but it would be bad taste for 
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an accountant to boast of his ability and success. He 
may send out cards announcing the opening of his office, 
he may join clubs and societies and make all the friends 
possible, but he must beware of any conduct which seems 
to have an advertising aim. Otherwise, he will be spoken 
'of contemptuously by the older members of his profes- 
sion, and if he is a member of a professional society he 
runs a grave chance of losing his membership therein. 

Field of Service of Accountancy 

The above definition of accountancy points out one 
field, the professional field, for the practice and use of 
accountancy knowledge. However, persons thoroughly 
trained in accountancy who are in the professional field 
are few in number as compared to the total of those who 
are not — the total of those to whom a thorough knowl- 
edge of the basic principles of accountancy is essential, 
namely, those persons who are in the service of private 
business enterprises, both small and large. 

Accounting 

The same sources quoted in the first section for the 
definition of "accountancy" define "accounting" in the 
following manner : 

"Accounting is the science which treats of the 
systematic record, compilation, and presentation in a 
comprehensive manner for administrative purposes 
of the financial operations of a business organiza- 
tion." 

Science 

The word "science" is used loosely in -ordinary 
speech. The dictionary defines it as "classified knowl- 
edge." A science is any body of knowledge in a given 
field so arranged and classified that the phenomena 
(things or happenings) can be understood. The real 
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aim of a science is to explain phenomena by discovering 
their relations and interpretating them as causes and ef- 
fects ; it is for this reason that accounting is a science. 

Accounting a Science — Bookkeeping not a Science 

Accounting, as opposed to bookkeeping which is said 
to be an art, is considered a distinct science. It breaks 
up a business activity into its component parts as mate- 
rial is broken up in a laboratory for purposes of analy- 
sis. Process by process can be shown in different 
forms of statements and each part can be fitted together 
until a perfect picture of the business is revealed by such 
statements and comparisons, — its progression or its re- 
trogression. The part that the mere recording or book- 
keeping plays in this progress cannot be overlooked. To 
accomplish this in an economic and, at the same time, 
effective way, presupposes that the books and records 
are kept in a proper manner. With reliable data the 
accountant can present to the practical man a picture 
which shows the true condition of the business, giving 
him, as it were, a blue print which will enable him to 
work out reforms which will result in the securement 
of a better manufactured article, cheaper processes and 
larger profits. Such a picture may suggest to him the 
need of time and labor-saving machinery and the need for 
utilizing by-products developed in his laboratory and con- 
summated in the factory or yard that will end in a 
cheaper output of the desired product and the utilization 
of such by-products. 

But accounting and bookkeeping are so interwoven 
one with the other that no one can tell where accounting 
begins and where bookkeeping stops. A study of book- 
keeping is really a study of the minor elements of ac- 
counting; a bookkeeper who properly applies his art 
needs must follow out certain elementary principles of 
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accounting. Therefore, it seems permissible to consider 
that bookkeeping is one branch of the science of account- 
ing, its foundation. 

Accounting a New Science 

The art of keeping accounts is very old; yet account- 
ing as a science is young. Its rise to the proportions of a 
science is connected intimately with the development of 
our modern industries. The science of accounting has 
reached a point now where, by its careful use, the finan- 
cial transactions of any given organization may be classi- 
fied and summarized and the financial situation thereof 
may be clearly revealed. 

The science of accounting is to the government of a 
business composed of one person, or a combination of 
persons, what the science of navigation is to ocean travel. 
It must be depended upon to guide action to the desired 
objective point. A high stage of commercial develop- 
ment could not be attained by any organization unless it 
were accompanied by a more or less elaborate system of 
accurate accounting. That presupposes the use of some 
convenient means of recording transactions in a per- 
manent form. 

The fundamental basis for effective economic regula- 
tion of financial affairs are correct records. Correct 
records will show, by proper grouping, the true relation 
between every factor involved in costs of living, of dis- 
tribution, of doing business, and in the profit or loss for 
a fiscal year or a period of years as set out in a final 
statement. When records are not correct, conclusions 
or business policies based thereon must be unsound. 

Proper Accounting a Business Fundamental 

Proper accounting is one of the fundamentals of do- 
ing business. This can be seen from the history of the 
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earliest times. The essence of bookkeeping is manifest 
in a crude way in the kitchen when the ice bill is recorded 
on the calendar, or in primitive times when man found 
it necessary to record a business transaction in which 
one or both parties to the transaction had to be trusted 
until some time in the future. 

The records of Babylon, Assyria, Armenia and 
Persia are set forth in modem Arch8Bolo,gy. Their 
method was to inscribe with a stylus or pointed instru- 
ment certain lines or marks of a cuneiform character on 
tablets of clay. When the plaque or tablet was finished 
it was frequently burned so that the record would be 
permanent in brick form. 

Egypt presents its methods of accounting in the tab- 
lets and rolls made of papyrus and inscribed with reed 
pens in red and black inks. Among the Teutonic tribes 
the use of broken twigs was frequent for accounting pur- 
poses, the notched stick, each cut in the stick represent- 
ing a transaction, being well known. Both the debtor 
and the creditor received one-half of this notched stick. 

The Japanese "Soroban" was used to express in an 
accounting way the procedure of certain business trans- 
actions. This was a frame upon which was stretched a 
number of wires or threads and on each of these were 
strung a number of balls or beads. 

In the early Indian tribes some form of accounting 
on stone and with beads was known to be necessaiy. 
Evidence of the accounting of the Aztecs, older than the 
methods of our American Indians, has been found in 
Mexico in the shape of an article called the "Quipu." 
This device consisted of a cord made of silk or woolen 
fabric in different colors, twisted so as to form a combina- 
tion which meant certain spoken things; from the end 
of this device hung a fringe of knotted strings. The 
knots on these strings represented numbers up to any 
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desired amount which, taken in connection with the 
colored strands above mentioned, formed a definite, spe- 
cific and concrete record. 

Purpose of a Course in Accounting 

No business can be successful without certain funda- 
mental principles and methods first being understood 
and mastered by those engaged in this business. A 
course in accounting should teach the student these neces- 
sary principles and methods. A course in accounting 
must not only teach principles ; it must show how to apply 
these principles to actual problems. If it does not do so, 
such course has failed in its purpose. Accountants are 
paid for their knowledge and for their ability to apply 
that knowledge. The present course in accounting recog- 
nizes these facts and, therefore, it has been designed in 
the light of present-day requirements. 

The registrations at the leading colleges and night 
schools are immense and the major portion of the ap- 
plicants are applying for "accounting" courses. The 
old conception of a bookkeeping course is passing. Old 
accounting ideas ran along the lines of bookkeeping, pure 
and simple, it being the recording of the events or history 
of a business in a proper manner. Bookkeeping is only 
a foundation to accounting practice and procedure, the 
latter being more along the lines of deductive and induc- 
tive reasoning applied to business and finance, the ma- 
terials of which are drawn from the bookkeeping and 
statistical records. 

In this accounting course the purpose is to set forth 
the subject, not in an array of rules and facts, but by 
creating a new atmosphere and by making the account- 
ing side of a business a real vital picture so that in what- 
ever field, whether that of public or private accountant, 
the student's part in the organization may be as vital 
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as the purchaser, the manufacturer, the chemist, the 
master mechanic, the salesman, and the advertising man- 
ager. We are getting away from the attitude of the 
compiler of records. All record making and keeping re- 
sults in a fund of information. The books and records 
contain all the elements of a vital picture which can be 
skillfully placed together provided they are brought to 
the light and are not allowed to remain held in suspense. 
To do this quickly, while events are warm and vital and 
not to present them days and months afterwards when 
such facts have become cold as far as utility is concerned, 
translates past history into current events. 

Those who take this course should not do so to have 
their thoughts led into the keeping of a ledger. Whether 
interested in becoming an accountant, certified or private, 
bookkeeping and the higher phases of accounting should 
become interesting not only because it may result in an 
increase in salary but from the fact that every man what- 
ever his position should be thoroughly acquainted with 
bookkeeping and accounts so that eventually he will be- 
come a "well-rounded" man. 

Every man should know how to swim, shoot, ride, not 
because he intends to earn his livelihood by any of those 
occupations, but because familiarity with them leads to 
a higher intelligence in pursuing a normal and well- 
rounded life. The manufacturer, the salesman, or the 
advertising man, is more efficient in his position because 
he knows accounting, and as each one of them depends 
more or less on the information secured from the records 
to intelligently take care of his part of the business he 
should be thoroughly familiar with the sources of in- 
formation and be able to know, at least in a general way, 
that the data handed to him have been properly collected, 
recorded, analyzed and arranged. A thorough knowl- 
edge of accounting and its proper application would have 
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enabled many business organizations, especially partner- 
ships, to escape insolvency. 

Those Who Should Study Accounting 

The persons who should have a -working knowledge 
of accounting are many. They may be enumerated as 
follows : 

1 Every person who is in business. Without 
accounting knowledge such a person is apt to build 
his business career on misinformation, a weak and 
treacherous foundation at best. For those persons a 
knowledge of principles is sufficient. In fact, no one 
should study advanced accounting unless he desires 
to do specialized work. 

2. People who invest money in securities. These 
persons should acquire skill and penetration in read- 
ing accounting statements. 

3. Executives and those who expect to become 
executives. These persons will be more efficient if 
they understand thoroughly accounting forms, 
methods and principles. They should not rely at all 
times upon what some one else has to say. 

4. The corporation accountant or the practicing 
public accountant. Such knowledge will add to 
their service worth. 

5. The bookkeeper or office man desiring to secure 
positions of responsibility. 

The Accountant 

Whatever dignity or technical requirements one may 
think ought to attach to the term "accountant," sensible 
men generally apply it to all those who have a general 
knowledge of the principles of accounting and can apply 
those principles in connection with actual affairs. 

To-day the accountant is not looked upon as non-pro- 
ducer, an expensive luxury, the first factor of economy in 
installing economies in the business during a period of 
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lean times. He is considered one of the greatest factors 
in determining the economic and scientific procedure for 
the production and management of the organization, 
covering all the departments, the receiving of raw ma- 
terial, its manufacture, the data for the salesman and his 
manager, the distribution and marketing of the products 
and the budget for advertising them, as well as the finan- 
cial and statistical records. 

The Certified Public Accountant 

Most of the states of the Union issue certificates au- 
thorizing persons who possess certain qualifications to 
call themselves Certified Public Accountants. One hold- 
ing such a certificate is known as a 0. P. A., and is con- 
sidered by the business public, until proved to the con- 
trary, whether he be in public or private practice, to 
possess a peculiar training and fitness for the practice of 
accountancy. 

A wide discrepancy exists between the examinations 
in the various states for the C. P. A. degree, in the se- 
verity of these examinations; some are rather lenient, 
coupled with a low standard of preliminary qualifica- 
tion, and some are just the opposite. As a result of this 
condition, the leading members of the profession have 
discriminated rightly between accountants on this basis. 
The result, too, has been that those holding a degree from 
a weak state have been refused membership in the na- 
tional accounting society, at the present time known as 
the American Institute of Accountants. 

In view of this condition, the Institute now gives its 
own examinations, upon which membership therein is 
based, and by its influence is attempting with success to 
eliminate this wide discrepancy in the value of the various 
state degrees. Many commonwealths have recognized 
the valuable work of this Institute and the high quality 
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of its examinations to such an extent that they have 
adopted the Institute examinations, with the result that 
a person passing an Institute examination in one of these 
states not only secures a coveted Institute membership 
but also the state degree. 

The Need for Accountants 

Accountants are in demand. Every business execu- 
tive of worth is calling continually for an intelligent 
record and interpretation of his business. Only a quali- 
fied accountant can tell him where he stands, what ten- 
dencies and internal forces are at work in his business, 
and along what lines he should plan to develop. In fact, 
the demand is so great that many executives have them- 
selves undertaken a study of accounting principles and 
methods, so that 

1. They may feel more certain of learning the 
truth about their own affairs. 

2. They may do for themselves the work for 
which accountants are wanted, but who, on account 
of the scant supply, cannot be secured. 

Executive Positions 

Executive positions may be secured by a knowledge 
of any one of four sets of facts : 

1. By a knowledge of production. 

2. By a knowledge of sales and advertising. 

3. By a knowledge of finance and credit. 

4. By a knowledge of accounting. 

The last seems to have certain advantages over the 
others. These advantages may be set out about as fol- 
lows: 

1. There are not as many people engaged in this 
work as in any of the other lines of endeavor. 

2. Many persons make excellent accountants who 
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have not exactly the personality, experience, or de- 
sire to engage in any one of the other undertakings. 
3. An accountant, from the nature of his work, is 
in a most advantageous position to see everything 
of importance that goes on in any business with 
which he is connected. 

Basis of Proficiency 

The basis of proficiency in the practice of accountancy 
is a clear-thinking, cool, analytical mind. A person thus 
equipped may by the right kind of training fit himself 
to fulfill the duties of a capable and high-salaried ac- 
countant. A person with such a mind shows a natural 
aptitude for such work. 

The Training Required 

The course of study should be broad and systematic. 
A few years ' experience in one or two general offices and 
a little study and cramming for the examinations is not 
enough. Many accounting courses are only quiz classes 
at best. 

The professional examinations usually are divided 
into four parts : 

1. Theory of accounts 

2. Practical accounting 

3. Auditing 

4. Commercial law 

The examinations test the examinee's technical accuracy 
and speed. They do not pretend to test the broader 
qualifications of a really qualified accountant. Cram- 
ming for these examinations, even though it may, as 
seldom happens, enable one to secure the coveted de- 
gree, is not adequate preparation for the practice of ac- 
countancy. General business knowledge and judgment 
is just as important as skill in handling figures and a 
knowledge of accounting technique. One with the right 
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kind of business training will have no difficulty in master- 
ing the technical requirements for accountancy practice. 
The ideal training for an accountant, therefore, di- 
vides itself into two kinds: 

1. A broad training in organization and manage- 
ment, finance, salesmanship, advertising, commer- 
cial law, and accounting. 

2. A specialized training in the technical difficul- 
ties which are met with in actual practice. 

The most renowned accountants in the country actively 
support this idea of training. 

Theory of Accounting 

Accounting is the part of accountancy which has to 
do specifically with the recording and presentation of 
financial facts. Accounting, therefore, concerns design- 
ing and installing a system by means of which the finan- 
cial facts of a business enterprise may be recorded, and 
later be set forth in the form of statements which act as 
guides for all persons interested in that enterprise, pro- 
prietors and others. Accounting, therefore, has a 
theory, — a body of underlying laws and principles, and 
a practice, — the application of these principles to a given 
set of business facts. 

The phenomena of accounting are determined by laws 
or fundamental principles. All knowledge which is 
worth anything is based upon theory. Everything that 
people have in the way of modern equipment has been 
constructed in harmony with theories carefully thought 
out and tested. Without theory the world would gradu- 
ally revert to a state of barbarism. 

A theory should never be constructed without sifting 
carefully all the facts relating to the matter in question, 
and without first confirming all conclusions applying 
thereto. 
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Practical Accounting 

In the last section it was pointed out that practical ac- 
counting is the application of theory. Theory without 
practice is useless and academic. Practice without 
theory is inconceivable. All useful practice is based 
consciously or unconsciously on theory. Practical busi- 
ness men at times express a contempt for theory, yet con- 
sciously or unconsciously they rely upon it to secure re- 
sults. 

Auditing 

Auditing may be defined as investigating the affairs 
of a business to such an extent that all possible informa- 
tion concerning its value and potentialities will be pre- 
sented in the form of two statements, with their accom- 
panying comment: 

1. Balance Sheet. A statement which sets forth 
what a business possesses, what it owes, and the 
amount of the proprietorship interest therein, as at 
a specific moment of time. 

2. Statement of Profits and Income. A state- 
ment which sets forth the earning power of a busi- 
ness during a specific period of time. 

Business history is reflected in accounting records. 
These should have as their ultimate aim the production 
of the two above named statements in accurate form. 
These statements are valuable in being a summary of 
chronological business events so arranged that deduc- 
tions may be made therefrom as to the results which may 
follow should certain existing practices be continued or 
discontinued. A proper interpretation of these state- 
ments makes possible the recommendation of practices 
pointing toward success. 

The material in this book is presented with the object 
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in mind of the proper production of these 'statements with 
a minimum expenditure of labor and energy. 

Commercial Law 

An accountant, whether in private practice under one 
employee or in public practice rendering services to 
many, must have a comprehensive knowledge of commer- 
cial law — the law of business. Commercial law and ac- 
counting go hand in hand. Business law is particularly 
concerned with determining what the rights are of the 
many parties involved in the cycle of creating, exchang- 
ing, and consuming a product. Every transaction be- 
tween two or more persons dips into the field of law. 
Accounting, on the other hand, is concerned particularly 
with determining the values of, and the quantities of 
these rights, basing this determination upon properly 
kept records. 

Economics 

Economics may be described briefly as the science of 
wealth, the science which treats of the production, dis- 
tribution, consumption, and exchange of Whatever will 
tend to furnish mankind with the necessities for his ex- 
istence, or which will promote his comfort or happiness 
(comfort and happiness here meaning whatever a person 
believes is for his comfort and happiness). In economics 
is laid the real basis for commercial understanding. 

Wealth 

Economics was defined above as the science of wealth. 
Wealth provides the tools necessary to make effort more 
productive. Suppose, for example, a man wishes to 
make a hole in a piece of boiler plate. He cannot drill 
this hole with his finger, expend as much effort as he 
will. He must have certain tools with which to do it. 
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With these tools an expenditure of effort will be produc- 
tive. 

Wealth in economics relates to wealth in the aggre- 
gate. The man mentioned above may own the tools with 
which he makes the hole, or he may borrow them, paying 
a certain sum, perhaps as rent. Articles of wealth, 
therefore, aid in production. Wealth by itself may sat- 
isfy needs and desires of mankind. By itself it may be 
the object of commercial effort. The attempt to secure 
wealth prompts to effort and sacrifice. The many organ- 
izations for producing wealth have given rise to a dire 
need for a record keeping of the many activities involved 
in such human endeavor. 

Articles of wealth which satisfy needs and desires of 
mankind, and which cost an effort to produce, are of two 
classes : 

1. Those which are used to aid in the production 
of more wealth. This class of articles is known in 
economics as capital. It is the means by which com- 
mercial activity is carried on. 

2. Those which are consumed. This class fur- 
nishes the object of commercial activity. 

Right of Property 

The ownership of wealth is largely private, the sum 
total of wealth being divided into individual units; the 
ownership of these units is individual. This individual 
ownership is made possible by the right of property. 
The right of property makes it possible for a person to 
own, to use, and to transfer to another the units of wealth 
belonging to him. The right of property gives rise to 
that which is known legally as title, title being "the right 
by which we hold our own. ' ' 
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Value and Price 

Value is want attraction. A person desires one 
article of wealth more than he does another. This com- 
parative desirability is measured by want attraction, — 
value. For the purpose of interpretation, this want at- 
traction is expressed in the terms of a common medium 
which all people are supposed to understand — money. 
The price of a thing is the amount of money it sells for. 

Organization and Finance 

Organization and finance are tied up at every step 
with wealth. Organization requires capital ; wealth sup- 
plies the capital needed. Organization also requires the 
effort of individuals to make this capital work properly 
in production. For example, one may have a piece of 
boiler plate and a drill (capital). If it is necessary to 
drill a hole through this plate, individual effort must ap- 
ply the drill thereto. 

Finance is carried on by banks. Banks use and 
handle money and credit made use of by organizations 
in the securing of wealth. 

Accovmting Related to Economics 

Property rights (wealth) and the money expenditures 
made to increase them are recorded in all their phases in 
certain records. This record keeping for all these phases 
is the special field of work assigned to accounting. This 
record keeping sets forth the results, favorable and un- 
favorable, due to the attempt of an individual or a group 
of individuals to increase his or their wealth. It also 
indicates the relative rights of each of a number of per- 
sons in a certain unit of wealth where all have an interest 
therein, whether they be members of a business organ- 
ization or outsiders. 

In the effort to secure wealth, one or more persons 
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take the raw material, mold this into forms which supply 
wants and then distribute these forms through markets 
and exchanges so as to secure the greatest possible return 
(an increase in wealth). The margin of return, due to 
competition, is small per unit. This has necessitated 
an increase in the volume of business to secure the de- 
sired return. An expansion in business necessitates the 
using of the wealth of others. This borrowed wealth 
must ultimately be returned upon some agreed basis. 
All these facts make an accurate record keeping a neces- 
sity in order that the rights of the various parties inter- 
ested may be valued properly. 

Criticism of Present Practice 

The most common criticism of any significance is that 
accountants do not grasp sufficiently the operating view- 
point of the business they are dealing with, and that the 
effect of this is to make their work and investigations 
lacking in practical helpfulness. It seems to be purely a 
case of ignorance. This ignorance leads many who at- 
tempt to devise methods into schemes that are not 
adapted to the organization or purpose of the concern 
under consideration. Again, the accountant's insatiable 
passion for precision often obscures the main issues by 
unimportant detail. 

Again, a man making every effort to be perfectly 
honest in his accounting, may fall short of scientific work. 
A record that will honestly account for every dollar re- 
ceived and expended may not give any intelligent infor- 
mation regarding the true relation between all economic 
factors involved in statements of costs or of profits or 
losses. These various pitfalls must be avoided so that 
the economic effect of every essential factor will be set 
forth clearly in the accounting records kept. 
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How to Study 

Reading is an art learned only by conscious efifort. A 
teacher cannot pour information into a student through 
a funnel, as many believe ; neither can a student studying 
with or without a teacher secure knowledge without effort 
on his part. Both types of students must make a con- 
scientious effort to assimilate .the material given them 
for study. 

When reading a text, a student should attempt to look 
at the subject from the point of view of the author, repro- 
ducing the author's thoughts, in order to get more than 
a little "worth while" out of the book. The mind must 
be awake and working as the eyes reflect the contents of 
the printed page upon the intellect. In this way, if the 
author's style is not obscure, a student may, in a single 
reading of a chapter, grasp and master its contents. 

In the beginning, the reader should examine the table 
of contents, and then read the preface to gain some idea 
of what the book is about and of how and why the author 
is attempting to present the subject matter. Only after 
this has been done should the first chapter be read. 
Its contents should be grasped as quickly as possible. 
The reader may know already what it contains ; if so, it is 
not necessary to waste must time before passing to the 
second chapter. But the reader should be sure that he 
does know its contents. If the chapter contains some- 
thing new, the student should search for it as he passes 
from one page to the other. And before each page is left 
behind, he should find the sentence or paragraph which 
presents the "essence" of the matter under discussion. 
When done, the meaningless sentences will, if any, be few. 

The material that has been covered already should be 
re-read from time to time, as the work progresses. Only 
by a constant reviewing of the principles presented will 
it be possible to have them "on the ends of the fingers," 
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in order that they may be applied readily to practical 
problems, both in the course and in practice. 

The assigned questions and problems should not be 
looked at until the student is ready to solve them. At 
that time they should be read carefully. As one proceeds 
step by step through the solution, he should picture to 
himself what took place. When a complete solution has 
been secured it should be reviewed carefully from all 
angles of approach to insure a satisfactory result. From 
time to time the problem and questions that have been 
covered should be reviewed. If a model solution is ac- 
cessible with which to compare a solution that has been 
carried out, one should be compared with the other step 
by step. The student should satisfy himself why a dif- 
ference exists before passing on. Debatable points 
should be looked up in the text. 

Certain questions and problems may be a trifle in ad- 
vance of the work covered in the text material. This ar- 
rangement has been made on purpose to test the student's 
originality and powers of analysis. 

Interest 

To succeed in accounting work, a person must be vitally 
interested in the subject. He must be curious ; the more 
curiosity he displays, the greater will be his desire for 
study. One who has ambition should not be discouraged 
by the fact that he has found study dull and text books 
dreary. This is no criterion by which to judge a new con- 
templated subject and course of study. Success in ac- 
countancy is not a matter of luck and chance. One must 
study conscientiously to succeed therein. He should 
work hard and think clearly. The price — work and con- 
centration — will make the student more and more inter- 
ested as he gets deeper and deeper into the study of the 
subject. 
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Prejudice 

Few people do any real thinking, yet all have positive 
convictions on many subjects ; those who know the least 
are usually the most positive. This is true in accounting. 
No person likes to part with an old and long cherished 
belief. When he reads a book or hears something that 
demolishes one of his pet beliefs, he is in a hostile mood 
at once and is likely to throw the book down which he is 
reading, or leave the presence of the speaker, in disgust. 
He denounces the author or speaker as a mere theorist, 
saying that he is one who does not know what he is writ- 
ing or talking about. 

The following experience of the author bears this out. 
In making an audit of a certain company, he found that 
no controlling accounts of any kind were carried on the 
ledger, and also that the monthly trial balances for the 
year under audit had been forced five different times to 
the extent of a few dollars in order that a trial balance 
could be secured. The bookkeeper was one of many 
years' experience and was drawing a handsome salary. 
When taken to task for such practices, at the end of 
a lengthy discussion on the necessity for accuracy, he 
left in a huff, exclaiming, "You accountants are too theo- 
retical for any use. I have been a bookkeeper for fifteen 
years and I have always done as I did here when a trial 
balance was out only a small amount." The inevitable 
result was that this bookkeeper lost his position. 

The student must guard against prejudice. He must 
drop his preconceived opinions or prejudices when shown 
they are not based on accepted practices by the account- 
ing profession. If a statement does not seem reason- 
able, it should become a problem for future careful study 
and consideration. Eeturning to the problem from time 
to time, he will eventually discover a fallacy, if one is 
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present, or will conclude that the one who made the state- 
ment was correct. All problems must be approached 
with an open mind free from prejudice. • 
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CHAPTER I 

PEOPRIETORSHIP. THE FINANCIAL 
STATEMENT 

Value 

Value means "worth." If Jones owes Smith $100, it 
is a value which Jones owes Smith. Jones might pay 
Smith $100 in cash to cancel the obligation, but he might, 
instead, pay him with any other property worth $100, if 
Smith is willing to accept it instead of the cash. In other 
words, "value" means the "money value" of any kind 
of property. 

Signs of Plus and Minus 

Two signs will be used frequently in the beginning of 
this present course. "-)-" is the sign for plus, and 
should be so read when encountered. " — " is the sign 
for minus, and should always be read "minus." 

* 

Basic Problems of Accounting 

Since the effort of each individual is to increase the 
amount of wealth to which he has title, it would seem that 
the first problem in accounting is to determine how much 
wealth a person or organization has invested in a given 
enterprise and what is the amount of such wealth from 
time to time. A comparison of these amounts of wealth 
will show what has been the increase or decrease therein 
during one period as compared to what was its amount at 
the commencement of the period. A knowledge of this 



4 ACCOUNTING— PRINCIPLES AND PRACTICE 

increase or decrease permits the proper reraedy to be 
applied to make an enterprise more profitable than it has 
been, provided the cause of this increase or decrease also 
is known. Proprietorship and the fluctuations in its 
values are the basic problems in accounting. 

The Simple Accounting Equation 

Suppose that Smith o\vns $100 in cash. This is all the 
property he has in the world. What Is his present 
financial condition ? How much is Smith worth ? With- 
out hesitation, one would say that Smith was worth $100 ; 
that Smith had $100 free from the claims of outsiders; 
that his present worth, or net worth, or capital was $100. 
Therefore, it may be said that the cash or proper.ty Smith 
owns equals his net worth or capital. Expressed as an 
equation : 

The property or 
value owned = Net worth 
or 
Cash owned $100 = Present worth $100 

Here is an equation. Two records have been made, 
one of values owned and one of present worth. When- 
ever an entry is made which increases or decreases the 
amount on either side of this equation, a corresponding 
entry of a like amount must be made on the other side. 
By following out this procedure the two sides of this 
equation will always be in balance, — the values recorded 
on one side of the equation (one side of the = sign) 
will always equal the values recorded on the other side. 

Assume next that Smith borrowed $50. How will this 
fact affect the equation! Smith now owns $150, of which 
amount $100 belongs to him absolutely, and $50 which 
he owes; but remember that the exact $50 borrowed 
he does not need to return. All values owned must be 
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recorded on the left side of the equation. If this side 
is increased to the extent of $50, the right side must be 
increased also a like amount as that is the only operation 
left to do in this case in order to keep the two sides of 
the equation in balance. Accordingly; the equation at 
this moment would read as follows : 

Cash owned $150 = Value owed $50 
Net worth 100 

If the $50 were paid back, Smith would have left $100 be- 
longing entirely to himself free from the claims of out- 
siders. 

In the first case, there is a double entry made up of a 
record of a value owned and a corresponding record of 
the source from whence the value came — a record of net 
worth. In the second instance, there is a double entry 
composed of two parts, one to show an increase in value 
owned, and the other a corresponding record of the source 
from whence the value came — an outside party, a creditor 
to whom that value must be returned at some future date. 

Basic Principle Underlying Accounting Science 

In the last section the fundamental principle underly- 
ing the science of accounting was brought to light, — the 
basic principle of what is known as ' ' double entry. ' ' The 
values recorded on one side of the equation must always 
equal in amount the values recorded on the other side of 
the equation. In other words, the equation must always 
be kept in balance. And to keep this equation in balance, 
it is necessary to use two separate entries. 

Whatever may be the accounting record, this basic 
equation must be kept in balance at all times, by means 
of two separate entries,— which taken together form what 
is called a "double entry." 
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Continued Discussion of the Simple Equation 

Suppose now that Smith invests $75 in cash in an auto- 
mobile. Eegardless of what the automobile is worth, or 
for what price he may sell it, Smith paid $75 for it, and 
it is this cost price he must keep in mind in order to deter- 
mine the usefulness of the machine to himself. 

The basic equation now has been affected to a consid- 
erable extent. In the first place, the left side of the equa- 
tion representing and recording Smith's stock of cash 
value has been decreased ^75 in amount, but at the same 
time there has been an increase by $75 of property value 
of another kind — automobile value. Setting out the 
equation, the following results : 

Cash owned $75 = Value owed $50 
Property owned $75 Net worth $100 

By this transaction, Smith merely has changed the form 
of the value recorded on one side of the equation. The 
right side remains untouched. The equation is still in 
equilibrium. 

Since the purchase of the automobile was recorded on 
only one side of the equation, and since by the act of 
recording the equilibrium of the equation was not de- 
stroyed, the left side of the equation must have been 
decreased by exactly the same amount of value by which 
it was increased. An entry was made of a receipt of 
value and a corresponding entry was made of an issue 
or giving away of value. These values might have been 
called plus ( + ) and minus ( — ) values respectively. 

When Smith started out owning $100 in cash, the record 
required a + entry on the left side of the equation and a 
+ entry on the right side of the equation. When Smith 
borrowed $50, the record required a + entry on the left 
side of the equation and a + entry on the right side of 
the equation. Suppose Smith should repay $25 of the 
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$50 he borrowed, leaving only $25 to be repaid in the 
future. The record would require a — entry on the left 
side of the equation and a — entry on the right side. 

An increase in wealth is the object toward which men 
strive individually or collectively. The amount of this 
increase cannot well be determined without establishing 
a starting point from which the measuring is made. In 
other words, one must know how much wealth he has 
invested in a given enterprise before he is in a position to 
determine its profitableness. The remaining discussion 
in this chapter is to show how the amount of that invest- 
ment is determined and how it is recorded. 

If by means of proper records it is known in the begin- 
ning what amount of wealth is invested in an enterprise, 
the amount of wealth therein at a subsequent date may 
be determined, and by a comparison of the two amounts 
one with the other a person may know whether or not an 
increase in wealth has resulted. Also, if the records have 
been kept properly, it is possible to ascertain therefrom 
why there is an increase or a decrease. Therefore, the 
basic problem is involved in proprietorship, — to estab- 
lish a starting point and a later point and to record and 
interpret the fluctuations in proprietorship taking place 
between these two points of time. 

Determination of the Starting Point 

On January 1, 1919, John Jones is in business. He 
does not know how much he owns or how much he owes ; 
his records are negligible. In analyzing the facts per- 
taining to his business, two things govern : 

1. Jones himself invested certain units -of wealth 
which he himself owned. 

2. Jones invested, also, certain other units of 
wealth which he borrowed from outsiders, andfor 
which he must make restitution at some future time. 
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In other words, to secure a starting point, — to determine 
how much Mr. Jones is worth, it is necessary to ascertain : 

1. The amount of property of all kinds in his 
possession. 

2. The amount of this total property against 
which third parties (creditors) have claims. 

3. The difference between 1 and 2. 

If 1 exceeds 2, the excess represents the net interest of 
Mr. Jones in his business. Usually, 1 will exceed 2. 

Statement of Condition 

The first step in the determination of this starting point 
is to prepare a statement of condition. This statement is 
known also as a financial statement or a statement of 
assets and liabilities. Such a statement could be called 
a statement of affairs, but the latter term preferably is 
used as the title to a statement prepared to show the prob- 
able value of the claims of the general creditors of an 
insolvent; and a careful distinction should be made be- 
tween the two forms, the statement of affairs of a solvent 
concern always being designated by some other term, 
preferably statement of assets and liabilities. The state- 
ment of assets and liabilities, again, should not be con- 
fused with the balance sheet. A statement of assets and 
liabilities is prepared when a concern has not kept its 
books by double entry ; a balance sheet always is prepared 
from double entry books of account, and would not con- 
tain, except as a foot note, items not found upon the books. 

From an examination of the incomplete records which 
have been kept, an examination of the merchandise found 
on the shelves of the store and in the warehouse, an exami- 
nation of the check book, and an examination of all the 
other tangible things in the store, and even of existing 
correspondence, one is able to make out a list of the 
wealth in the possession of Mr. Jones and the amount 
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thereof for which he is accountable to others. Assume 
that the list is as follows : 

Values on hand: 

Cash $ 5,000 

Claims against customers due for unpaid bills... 10,000 

Land 3,000 

Building ,6,000 

Furniture 500 

Merchandise 15,000 

Claims of creditors: 

Claims due for unpaid bills for merchandise pur- 
chased 3,000 

Mortgage on building 2,500 

The values on hand, $39,500, are owned partly by Mr. 
Jones and partly by certain creditors. Mr. Jones' equity 
therein is measured by the difference between $39,500 
and the claims of creditors, $5,500, which equals $34,000. 
In other words, the $39,500 of values is offset exactly by 

1. Liabilities to outsiders, and 

2. Interest of owner (called by some "account- 
ability" to owner). 

The basic equation immediately puts in an appearance : 

Values of $39,500 = Liabilities to outsiders $ 5,500 
Accountability to owner 34,000 



$39,500 $39,500 



For convenience, the findings may be restated in the 
form of this equation, which form will be called a ' ' State- 
ment of Assets and Liabilities." 

JOHN JONES 
Statemekt of Assets and Liabilities January 1, 1919 
Assets Liahilities 

Cash $ 5,000 Claims of Creditors $ 3,000 

Claims against Customers.. 10,000 Mortgage on Building 2,500 

Land 3,000 

Building 6,000 

Furniture 500 

Merchandise 15,000 



Building ' '. '. '. '. '. '. '. '.'.'.'.'.'..... 6,000 $ 5,500 

Furniture 500 Interest of Owner 34,000 



$39,500 $39,500 



10 ACCOUNTING— PRINCIPLES AND PRACTICE 

From the nature of things, regardless of what may be the 
findings in any specific case, it will always be possible 
to set up some sort of a statement of condition which, 
when in a form similar to the above, is intelligible to any 
one who is interested in examining it. 

Assets 

An asset is any legal right (property or personal) con- 
trolled by a business. It may be defined also as the 
property rights or values which are owned by a business. 
In the problem given above, these rights or values are 
represented by the figures on the left side of the state- 
ment: 

Property rights : 
Cash 
Land 
Building 
Furniture 
Merchandise 

Personal rights: 

Claims against customers 

Jones may dispose of his cash as he sees fit. He may also 
dispose of his land, buildings, furniture, and merchandise. 
Again, he has the legal right to demand payment from 
his customers for the amounts they owe him which in 
the aggregate, in this case, amount to $10,000. Such 
rights are technically known as accounts receivable. 

Current assets consist of cash and those assets which 
may be readily converted into cash in the ordinary course 
of the business, as accounts receivable, notes due from 
customers (notes receivable), and the stock of unsold 
merchandise. 

Fixed assets are those with which the business is car- 
ried on. These include land, buildings, furniture, ma- 
chinery, etc., not held for the purpose of sale. 
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Liabilities 

A liability is any legal right held against a business. 
The term may be defined as the financial obligations of a 
business which require that at some future time certain 
values shall be transferred to its creditors. In the prob- 
lem given, these rights held against the business are the 
amounts due to the creditors for goods purchased, and 
for the mortgage. The creditors have no legal right to 
enter the place of business and take the merchandise that 
they sold Mr. Jones. The merchandise loses its identity 
after such an occurrence, in this case after it has entered 
the establishment of Mr. Jones. The creditors have, 
however, a legal right to file a claim for payment. 

Current liabilities are debts which must be met in the 
immediate future. Debts which do not become due for a 
long time after their incurrence are called fixed liabilities. 

Capital: Economic Versus Accounting Capital 

Capital has two meanings depending upon the point 
of view taken : 

1. Economic viewpoint 

2. Accounting viewpoint 

Capital from the economic point of view may be defined 
as the total amount of wealth invested in a business. 
Therefore, it would consist of all the assets of a business, 
assets which have been advanced by the proprietor plus 
those advanced by creditors. The total amount of 
economic capital invested in the business of Mr. Jones on 
January 1, 1919, was $39,500, consisting of all the items 
found on the left side of the statement of condition 
already presented. 

Capital from the accounting point of view may be de- 
fined as the amount of assets which a proprietor has 
invested in his business; it is the proprietor's equity or 
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investment in the business. It indicates proprietorship, 
the amount by which the assets exceed the liabilities, 
$34,000. 

Reconstructed Statement of Condition 

The assets in the above statement of condition were 
grouped under six headings. The asset values were 
classified in this manner as a matter of convenience only. 
The same was true of the liabilities. 

In view of what will be said subsequently on the pres- 
entation of the financial statement, the form given above 
will be reconstructed in certain particulars to conform 
therewith. Also, there will be included in this recon- 
struction certain other features which are made use of 
by accountants in statement construction, the better to 
set out the facts therein, and to secure uniformity in this 
setting out. 

JOHN JONES 

Statement of Assets and Liabilities as at January 1, 1919 
Assets Liabilities and Capital 



Cash: Accounts Payable $3,000.00 

In Bank $4,800 Mortgage Payable 2,500.00 

On Hand 200 $ 5,000.00 

Total Liabilities $ 5.500.00 

Accounts Receivable 10,000.00 J.Jones, Capital 34,000.00 

Merchandise 15,000.00 

Furniture 500.00 

Building 6,000.00 

Land 3,000.00 



Total Liabilities and 
Total Assets $39,500.00 Capital $39,500.00 



Explanation of Reconstructed Statement 

This statement is headed "Statement of Assets and 
Liabilities. ' ' This title is the one in general use for such 
a statement, although the two others, statement of condi- 
tion and financial statement, are correct captious in this 
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connection. The date of the statement is shown "as at 
January 1, 1919." Such a statement shows condition as 
at a particular moment of time. The next day, or even the 
next hour, might show a change therein due to the opera- 
tion of the business. The assets are placed on the left, 
and the liabilities on the right side of the statement. 
This conforms to standard American practice. The 
order could be reversed, but in view of subsequent prin- 
ciples of accounting which are followed in American prac- 
tice their position is as indicated. 

The order of item arrangement in the reconstructed 
statement is changed somewhat from that in the former 
one. In the reconstructed statement the assets have been 
listed in the order of their realizability and the liabilities 
in the order of their liquidation. For a small or some- 
what moderate sized concern this order of arrangement is 
standard. The item of cash has been divided into two 
parts. In every business in a healthy condition some 
cash will be on deposit and some will be in the cash 
drawer. The reconstructed statement shows these two 
classes of cash properly set out. It is not usual to give 
the names of the banks in which cash is deposited. 

Uniformity in the technical construction of accounting 
statements is desirable. Therefore, since the main head- 
ing was underlined, all headings were underlined. Since 
a few of the main items in the statement were capitalized, 
it was advisable to capitalize all of them. Uniformity 
gives a statement a finished appearance as distinguished 
from one unfinished; a finished appearance is pleasing 
to the eye, whereas an unfinished appearance may be re- 
pulsive. 

A single line is drawn always under a column of figures 
which is to be added. A double line denotes conclusion ; 
that which is presented above the double line is complete 
and does not enter into consideration below the double 
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line. Care should be used in the placing of the dollar 
marks. In other M^ords, attention to the little details 
of technique is important. It distinguishes the finished 
and careful accountant from the unfinished and careless 
accountant. 

Miscellaneous Suggestions on the Preparation of 
Financial Statements 

Many suggestions were made in the last section on the 
preparation of a financial statement. Since certain other 
suggestions might be made also some of them are set out 
in a general way at this point so that in the future they 
may be made use of when statements are drawn. 

Perhaps the point of foremost importance is that set 
out by the words "purpose and use." A financial state- 
ment shows condition as at a given time, and not during 
a given period. In it, the figure representing capital or 
proprietorship or net worth (as it may happen to be 
called) must be supported by the figures representing 
total assets and total liabilities. In other words, 

Assets — Liabilities = Capital (Proprietorship) 

Again, the statement should be set up so that the 
amount of the total assets as compared to the amount of 
the total liabilities may be known readily. This is espe- 
cially true when a statement is prepared for a creditor, 
a banker, or a prospective purchaser to examine. Again, 
these persons would be interested in knowing the market- 
ability of the assets and how soon the liabilities must be 
liquidated. The total assets may exceed greatly the total 
liabilities, yet if they cannot be sold favorably, the busi- 
ness is in a bad way. If the current assets are not suffi- 
cient to meet the current liabilities, the concern is insol- 
vent. Conservatively, the relation should be, in this 
respect, as two is to one. If too much cash and con- 
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vertible assets are on hand, the organization would appear 
either to be in the hands of a bad management or to be 
overcapitalized. 

The content of the financial statement is governed to a 
considerable extent by purpose and use. Its usefulness 
for a given purpose depends upon its form and the infor- 
mation it contains. Form, in other words, is a flexible 
quantity. The assets displayed in a financial statement 
are classified therein into current and fixed, the current 
usually being displayed first. The assets may be dis- 
played on the left, and the liabilities and capital on the 
right of the statement, or the liabilities and capital may 
be set out below the assets. At the present time it mat- 
ters not which set up is followed. 

The amount of detail such a statement should contain 
depends also upon the purpose the statement is to serve. 
Caution should be observed not to have the detail obscure 
everything else. A financial statement should be viewed 
as a bird's-eye picture, the detail being pushed into the 
background as much as possible. The statement title 
should be full and comprehensive. 

Classes of Business Organization 

The discussion thus far has been confined to a simple 
business organization, one conducted by an individual. 
However, it is well known that groups of individuals 
conduct business as well as individuals. Therefore, to 
make the discussion of proprietorship complete it is neces- 
sary to consider the proprietorship problem in relation to 
forms of organization other than the individual form. 

There are three general types of business organization 
which may well be treated at this point : 

1. The single or sole proprietorship 

2. The partnership 

3. The corporation 
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In every instance, the object is profit, an increase in the 
amount of existing capital. 

Single Proprietorship 

The individual proprietorship requires no special dis- 
cussion as it is the simplest and oldest form of business 
control. It is well adapted to business concerns using 
but a small amount of capital, having simple processes, 
and involving only slight risk. An individual is the pro- 
prietor and the head of all the business activities. Upon 
him rest all the responsibilities of the business, and it is 
from his fund of capital that all liabilities eventually must 
be met. Also, everything in the way of a return (profit) 
belongs to him. Such an organization is efficient where 
production is simple and risks small. 

The legal obstacles of an individual desiring to go 
into business for himself are but few, mostly being of 
the character of police regulations. In some cases regis- 
tration and the securing of a license are necessary. He 
has to observe the general tax laws and the regulations of 
local character relating to sanitation and fire. The other 
obstacles are merely those which business intelligence will 
indicate as necessary to keep in mind in choosing the kind 
of business in which to enter. A sole trader can enter 
practically any field of enterprise, with full freedom and 
secrecy in the conduct of his undertaking, and with full 
and complete control over the profits arising therefrom. 

The sole proprietorship has certain marked disadvan- 
tages. Certain kinds of business are closed to the indi- 
vidual proprietor because they cannot be carried on with 
a limited amount of capital. It may be, also, that a well 
equipped individual lacks the capital to produce to the 
fullest extent, because the amount of credit that will be 
extended to him is dependent upon the amount of assets 
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he has, which when small means that the amount of credit 
granted will be small. Again, success in certain types of 
business depends upon a diversified knpwledge which can- 
not be found in any one individual. A lone man carries 
full responsibility in his business. Many times he sorely 
needs the advice and counsel of others than mere em- 
ployees* to keep him from being financially wrecked. 

A statement of assets and liabilities for a sole pro- 
prietor has been presented previously. Nothing more 
relative thereto need be said at this time. 

Partnership 

A partnership may be defined as "a legal relation, 
based upon an express or implied contract of two or more 
competent persons to unite their property, labor, or skill 
in carrying on some lawful business as principals for 
their joint profit." All legal writers admit that it is 
difficult to define the term. The above definition by Pro- 
fessor Mechem is probably the best. 

On account of the disadvantages indicated in the last 
section, individuals sometimes form partnerships. Part- 
nerships do not differ materially from sole proprietor- 
ships in the carrying on of the routine matters of busi- 
ness. Instead of one head there are two or more. The 
fund of assets belongs to all according to their respective 
interests therein. This fund is subject to the obligations 
of the firm in the same manner that the fund of the sole 
proprietorship is subject to all the obligations of the 
business. The profits and losses of a partnership are 
divided and shared according to the agreement between 
the partners, or equally, if no express agreement exists 
thereon. The asset ownership is individual, a common 
fund being made of the assets given to the business for 
the purposes for which the business is formed, but which 
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will eventually be restored to the owners, subject to their 
business obligations and the existing agreement among 
themselves. 

The partnership form of organization enables a larger 
accumulation of capital than is possible under the sole 
proprietorship. If business success depends upon com- 
bining various kinds of skill, and the sole proprietor does 
not want to hire persons with these kinds of skill as mere 
employees, but is desirous of having them take a respon- 
sible share in the business management, these other per- 
sons possibly may be secured as partners. 

The partnership has many marked disadvantages. It 
is a personal relation throughout, the partners and the 
firm being one and the same. Because of this personal 
element, and the fact that each partner, ordinarily, is a 
full-fledged agent of the firm with full power to incur 
business liabilities as he may deem best, there is always 
the disadvantage that at some time marked disagreement 
and friction will take place among its members. Again, 
since the members and the firm are one, credit is extended 
to the partnership on the basis of individual assets, and 
not on the basis of firm assets. Again, too, each member 
of a partnership, in general, is liable in full for the entire 
firm obligations regardless of what might have been the 
investments made in the partnership. 

The statement of assets and liabilities presented previ- 
ously must be altered somewhat to meet the new condi- 
tions found in a partnership, and not in a sole proprietor- 
ship. The alteration, at best, is slight. Suppose, for 
example, that Mr. Jones is in partnership with Mr. H. 
Brown, and that Mr. Brown had contributed to the part- 
nership miscellaneous assets in the amount of $15,000, 
the total asset fund being the same as before, and the 
liabilities the same. The statement to meet this new 
condition is as follows : 
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J. JONES & H. BROWN 



Statement op Assets and Liabilities as at January 1, 1919 

Liabilities and Capital 

Accounts Payable $ 3,000.00 

Mortgage Payable 2,500.00 

Total Liabilities $ 5,500.00 

Capital : 
J. Jones... $19,000.00 
H.Brown.. 15,000.00 34,000.00 



Assets 




Cash: 

In Bank.. $4,800, 00 
In Hand.. 200.00.. 


..$ 5,000.00 


Accounts Receivable. . . 
Merchandise 


.. 10,000.00 

.. 15,000.00 

500.00 


Building 

Land 


. . 6.000.00 
. . 3,000.00 






Total Assets 


..$39,500.00 



Total Liabilities and 
Capital $39,500.00 



An examination of this statement shows that it is simi- 
lar to that of the single proprietorship except in one re- 
spect, capital. Instead of one item of capital, there are 
two, which together equal the same amount as is shown 
in the former statement. 

Further consideration of the partnership form of 
organization will be presented in the next course, as a 
separate topic. 

Corporation 

A corporation may be defined as an artificial being 
created by law, with certain powers given it by its charter 
or incidental to its existence. The corporate charter is 
a contract, arising out of an offer by a state, on the one 
hand, in an enactment wliich specifies how such a business 
organization may be formed, and an acceptance of this 
offer, on the other hand, by the incorporators by their 
compliance with the provisions of the law permitting in- 
corporation. 

A partnership arises out of an agrement regardless 
of legislative enactment; it is between individuals. A 
corporation exists by virtue of some statute authorizing 
its creation. A partnership acts only through the indi- 
viduals which compose it ; a corporation is an entity dis- 
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tinet and separate from the individuals composing it. A 
partnership is dissolved by death of a member or by the 
transfer of a member's interest therein; a corporation 
may have perpetual succession, not being affected by any 
change in membership or transfer of interest. The indi- 
viduals composing a partnership are liable each for all 
of its debts; the members of a corporation (called stock- 
holders) are liable only to a limited extent. 

Each stockholder of a corporation evidences his share 
in its ownership by a formal document called a stock 
certificate. Each stockholder has a voice in the affairs 
of a corporation only to the extent of his ownership of 
stock therein. The total possible ownership is divided 
uniformly into units called shares of stock. The assets 
an individual puts into a corporation are represented by 
shares of stock issued to him. The stockholders conduct 
their business through a board of directors elected by 
them. 

On account of the disadvantages of the partnership, 
which is but an expansion of individual ownership, the 
corporation has become popular as a means of accumulat- 
ing large amounts of capital with which to carry on busi- 
ness. Each member of a partnership is personally liable 
for the debts of an insolvent firm — liable to the full extent 
of his individual fortune ; any firm member may involve 
the partnership in serious difiSculties by injudicious acts 
in connection with the business — endangering not only his 
own private fortune but the private fortunes of his part- 
ners ; dissolution of a partnership might come at a time 
when it would ruin the firm members; certain marked 
difficulties exist in holding and transferring real estate. 
For all these reasons and others mentioned previously, a 
man with plenty of capital might hesitate to invest any of 
it in a partnership undertaking. 

The laws of the various states differ as to the rights 
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and powers conferred upon corporations, as well as vary- 
ing in their incorporation requirements. It is sufficient 
to state here that after these laws have been fulfilled, and 
the corporation has been properly created, it is for all 
practical purposes an individual, having power as an 
individual to carry on business in its corporate name, to 
make contracts, to hold and transfer real estate, and to 
sue and be sued. It is an entity separate and distinct 
from its members, truly "an artificial being, invisible, 
intangible, and existing only in contemplation of law." 

The corporate form of organization is popular because 
of three reasons : 

1. The liability of stockholders is limited. 

2. Large funds of capital may be accumulated 
for the promotion of business on a large scale. 

3. The corporation has developed a convenient 
and effective means of centralized control and man- 
agement. 

The statement of assets and liabilities presented for a 
single proprietorship or for a partnership must be ad- 
justed further to meet the new conditions of corporate 
ownership. The alteration here, as for the partnership, 
is slight. Suppose, for example, that 500 persons are 
stockholders of a corporation named the Acme Refining 
Company. Suppose that the total of their interests 
therein amounts to $34,000, the same figure which before 
represented proprietorship interest. With this altera- 
tion of 500 members instead of one or two, the opening 
financial statement would be as follows : 

THE ACME REFINING COMPANY 

Statement of Assets ano Liabilities as at January 1, 1919 

Assets Liabilities and Capital 

Cash: Accounts Payable $3,000.00 

In Bank.. $4,800.00 Mortgage Payable 2,500.00 

On Hand, . 200.00 $ 5,000.00 Total Liabilities $ 5,500.00 
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Accounts Receivable 10,000.00 Capital Stock, authorized 

Mercliandise 15,000.00 and issued 34,000.00 

Furniture 500.00 

Building 6,000.00 Total Liabilities and 

Land 3,000.00 Capital 

Total Assets $30,500.00 $39,500.00 



This statement is similar to the one of the single pro- 
prietorship and of the partnership except in one respect, 
capital. Instead of 500 items of capital, there is just one, 
which in this case is called capital stock. Proprietorship 
is shown in the aggregate of the outstanding shares of 
stock under a single title. If there is more proprietor- 
ship than that represented by capital stock, the amount 
of the latter being fixed by law, with the result that profits 
not taken out cannot be merged with it, the excess is listed 
separately under the title of "surplus." 

This method of setting out proprietary interest is pre- 
scribed by law as a means of showing creditors and those 
who may become creditors that the corporation has ob- 
served a certain legal requirement which is to the effect 
that none of its original capital has been distributed 
among the stockholders. The amount of capital stock as 
indicated above must always be shown at a fixed amount, 
and the item of surplus reflects the increases in 
proprietorship which' have taken place since the for- 
mation of the corporation by virtue of undistributed 
profits. 

Suppose that the original capital amounted to $30,000 
instead of $34,000. The proprietorship then would be 
represented in the statement as follows, the $4,000 being 
considered as undistributed profit : 

Capital stock $30,000.00 

Surplus 4,000.00 



$34,000.00 
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A thorough understanding of the contents of this chap- 
ter gives a basis upon which to build the future con- 
sideration of accounting principles. 

Working Organization 

The working organization of a business concern is re- 
sponsible for the actual conduct of its business activities. 
It is formed by the grouping of duties involved in the 
operation of the business, and the assignment to indi- 
viduals of the respective responsibilities connected with 
these duties. 

The various offices and functions of the concern's oper- 
ations should be filled and exercised by these individuals 
according to ability. Proper training in the various 
operative duties should be provided so that the internal 
machinery of the organization may run smoothly; proper 
steps should be taken so that all responsible officials have 
understudies and that vacancies as they occur may be 
filled by promotion of qualified subordinates; and the 
lines of authority should be laid out so that they do not 
overlap. 

It is the ideal that every person — officer or employee 
— shall be placed in his or her proper niche. In short, 
everything is to be planned so as to produce the most 
effective operation and to yield the largest results in 
return for the expenditure of effort and capital. There- 
fore, it is seen that the legal organization and the work- 
ing organization are not one and the same. 



CHAPTER II 

THE COMPARATIVE FINANCIAL STATEMENT 
SINGLE ENTRY 

Capital Comparisons 

Every business organization functions in order to in- 
crease its capital, in other words, in order to make profit. 
If, upon December 31, 1918, the capital of a business 
has increased over what it was on January 1, 1918, ordi- 
narily, it may be assumed that the increase is due to 
profits earned. If, for example, J. Jones' capital on 
January 1, 1918, amounts to $34,000, and on December 
31, 1918, it amounts to $40,000, evidently he has increased 
his net worth $6,000. Just how this change came about 
no one can determine from a mere comparison of the 
capitals as at the two dates ; how much the change is is 
all that is known and can be known. 

The increase of $6,000 may or may not be proportionate 
to the amount of effort expended. This cannot be deter- 
mined by a comparison of the two capitals; yet, on the 
whole, if certain business men cannot learn why an in- 
crease or decrease has taken place, they are satisfied in 
knowing that there has been an increase and in any 
method of computation that will tell them so. 

In the last chapter, it was pointed out how the amounts 
of the various assets and liabilities of J. Jones were deter- 
mined as at January 1, 19 — . If a like procedure were 
followed on the subsequent December 31, a financial state- 
ment could be set up easily as of the latter date. J. 
Jones would then have two separate and distinct financial 
statements or statements of condition, one as of the begin- 

24 
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ning of the period and one as of its end. Jones would 
then be in a position to examine each one closely, setting 
the assets and liabilities of one period over against those 
of the subsequent date, listing in detail each increase and 
decrease, and determining eventually how he has fared 
financially during the period. 

The Comparative Statement 

The examination and analysis of these two statements 
individually and of the items contained in them cannot 
be done efficiently when the two statements are shown 
separately. Accordingly, the comparative statement 
form is made use of, so that all the data as of both 
dates are brought together in one place and set out in a 
manner that makes such data easily read and compre- 
hended. This method permits of the location definitely 
and easily of all of the asset and liability changes. The 
statement summarizes the result of the deductions made 
and sets out the net increase or decrease of the second 
date as compared to the first date. Ordinarily, the net in- 
crease would represent net profit, and the net decrease 
net loss. But, as has been said already, the causes mak- 
ing for this result are not indicated. Subsequent discus- 
sion will show how the latter are obtained. 

Let it be assumed that on December 31, 1918, the finan- 
cial condition of J. Jones is as below : 

JOHN JONES 
Statement of Assets and Liabilities as at Decembeb 31, 1918 
Assets Liabilities and Capital 

Cash $ 6,000.00 Accounts Payable $ 3,800.00 

Accounts" Receivable 9.000.00 Notes Payable 300.00 

Notes Receivable 1 ,300.00 Labor Unpaid . . „ ?^° ^n 

Merchandise 18,210.00 Mortgage Payable ^,500.00 

Insurance Unexpired 75.00 

Furniture 450.00 $ ^'^"^aa 

Building 5,400.00 J. Jones, Capital 36,635.00 

Land 3,000.00 

$43,435.00 $43,435.00 
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Assume, also, that on December 31, 1917, his financial 
condition was as follows : 

JOHN JONES 

Statement of Assets and Liabilities as at Dhcembeb 31, 1917 

Assets Liabilities and Capital 

Cash $5,000.00 Accounts Payable $3,000.00 

Accounts Receivable 10,000.00 Mortgage Payable 2,500.00 



Merchandise 15,000.00 

Furniture 500.00 

Building 6,000.00 

Land 3,000.00 



Furniture 500.00 $5,500.0 

Building 6,000.00 J. Jones, Capital 34,000.00 



$39,500.00 $39,500.00 



The two statements above do not lend themselves 
readily to easy comparison. An individual item in one 
statement may be compared without a great deal of effort 
with the same item in the other statement, but neverthe- 
less such comparison is made easier by setting out each 
statement in such a way that similar items in each one 
come together. This is done by means of the compara- 
tive financial statement, a form of statement upon which 
the changes in the asset and liability items are set out 
and summarized with the resulting net increase or de- 
crease in proprietorship, ordinarily called "net profit." 
Such a statement shows result but not cause, — it shows 
what changes have taken place but not why they have 
taken place. A supplementary and complementary state- 
ment is needed for that purpose. This form of statement 
will be described later. The comparative financial state- 
ment made up from these two separate statements fol- 
lows: 

JOHN JONES 

Compaeative Financial Statement Decembee 31, 1918, 
Decembee 31, 1917 

Assets 1918 1917 Increase Decrease 

Cash $6,000 $5,000 $1,000 

Accounts Receivable 9,000 10,000 $1,000 

Notes Receivable 1,300 1,300 



COMPARATIVE FINANCIAL STATEMENT 27 

Merchandise 18,210 

Insurance Unexpired .... 75 

Furniture 450 

Building 5,400 

Land 3,000 



$43,435 



Liabilities and Capital 

Accounts Payable $ 3,800 

Notes Payable 300 

Labor Unpaid.... 200 

Mortgage 2,500 

J. Jones, Capital 36,635 



$43,435 



15,000 

"566 
6,000 
3,000 


3,210 

75 


'""56 
600 


$39,500 
$ 3,000 

2,500 
34,000 


$5,585 

$ 800 
300 
200 


$1,650 


$39,500 


$1,300 





Profits earned accounted for as follows : 

Increase of Assets $5,585 

Less — Increase of Liabilities 1,300 

$4,285 
Less — ^Decrease of Assets 1,650 

Profits $2,635 

Debit and Credit 

The words "debit and credit" come from the Latin 
language. Latin was used in connection with early busi- 
ness transactions because at that time it was the pre- 
vailing language. If H. Brown purchased goods for 
$500, and he could not pay for them, such fact was re- 
corded upon a ticket bearing his name, — H. Brown, Dr. 
$500. This meant simply that Brown owed that much 
money to the business. These tickets were hung on nails 
and remained standing against the debtors until the 
money they represented was paid over; then they were 
destroyed. On the other hand, if the business purchased 
goods from H. Brown for which it could not then pay, 
and if Brown was willing to let the business have the 
goods to the extent of $500, the record of his trust would 
be made as follows: H. Brown, Cr. (credit) $500. 
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Single Entry Bookkeeping 

In general, the term "bookkeeping" may be defined 
as the recording of business transactions in books of ac- 
count. The Standard Dictionary defines the term as 
follows : 

"The art, method or practice of recording busi- 
ness transactions distinctly and systematically in 
blank books furnished for the purpose, so as to show 
the goods and money received, disposed of, and on 
hand, the credits given, and the assets, liabilities and 
general status of the business, person or house." 

This dictionary definition refers only to the double-entry 
system, the making of a complete two-fold (double) entry 
for each transaction. By it, business transactions are so 
recorded that the record indicates both the value received 
and the value given. 

Single entry is a term used to describe the different 
methods of recording business transactions which require 
less than this double entry mentioned above. The term 
is defined in a number of ways. One definition states 
that it is the recording of business transactions without 
regard to scientific principles. Another and better defini- 
tion states that the single entry method, theoretically, 
records none but personal debts. When one refers to 
single entry, he usually refers to the system of records 
by means of which are recorded the debts owed by cus- 
tomers and the debts owed to creditors, the proprietor's 
interest, and cash. It is an incomplete and partial system 
only. 

Pure single entry is mentioned in one way or another 
in a number of English novels. The following example 
will suffice : The village innkeeper recorded the pints and 
quarts taken by the various laborers at the close of the 
day, and marked with chalk on the door or shutter of the 
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village inn. Each stroke signifying a debit remained 
upon this crude ledger until pay day, at which time the 
laborer was supposed to settle for his weekly refresh- 
ment and was duly credited by a sweep of the hand eras- 
ing the debit marks. 

Single entry exists in many business houses to-day. 
Principally, it is found in small enterprises, professional 
offices, churches, charitable institutions, and commission 
houses. Because it is so found, and because the account- 
ant in the field will be required from time to time to 
examine books kept by the single entry method, or to 
change them from single entry to double entry, it is dis- 
cussed in the present chapter. 

The Use of Single Entry: Advantages and Disadvantages 

Single entry has more disadvantages than advantages. 
It does not show both the cause and effect of every busi- 
ness transaction as does double entry. It is really no 
system at all and has no principles of which much mention 
need be made. 

Some accountants state there are no advantages in 
keeping books by the single entry method, beyond that of 
its being purely a memory aid and nothing more. How- 
ever, single entry is used to a certain extent, and this fact 
must be recognized. When a business is small, or almost 
entirely carried on by purchases and sales for cash, as 
for example, in a small retail store, with no comphcations 
in the way of expenses, a simple single entry system may 
be sufficient. Here, the chief bookkeeping requirement is 
to record receipts and payments of cash, and to show 
the status of personal accounts rather than the condition 
of all the assets and the causes of changes in their value. 
Incomplete double entry may be sufficient, also, for many 
professional men, trustees, farmers, and households 
whose sole desire is simplicity. 



30 ACCOUNTING— PKINCIPLBS AND PRACTICE 

But granting all this, present business conditions are 
such, that even the small merchant at frequent intervals 
needs to haow his exact financial condition and why it is 
as it is, — the sources of his profits. Only accurate ajid 
analytical records will give this information so essentially 
necessary in the present day of increased competition, 
standardization, and high taxes. In general, single entry, 
for such purposes, is not sufficient. 

The main objections to single entry may be set out as 
under : 

1. The fact that there are no offsetting entries for 
each transaction makes it impossible to secure a 
proof of clerical accuracy of the entries made (the 
postings). The omission of a transaction from the 
basic record (the ledger), though recorded elsewhere, 
would be a likely possibility, with but small chance of 
discovery, whereas, in double entry such omission is 
not apt to occur because therein we have a check on 
the clerical accuracy (the trial balance). 

2. Even though it is possible to determine the 
profitableness of an undertaking for a period of time 
elapsed, by single entry, it is not possible, ordinarily, 
to tell how this profitableness or perhaps unprofit- 
ableness came about, in other words, the profit or loss 
for a period of time cannot, as a rule, be analyzed, 
without there being made a number of changes in the 
simple records. And when such changes have been 
made, the difficulty of operating such a set of records 
would be as great, if not even more so, as that found 
in operating a set of double entry records. 

3. A record of personal accounts (customers and 
creditors) is not sufficient. The trend of the busi- 
ness cannot be gathered therefrom, because the de- 
tails, — the analysis, of the elements in the business, 
profitable or unprofitable, are not obtainable. In 
double entry these details can be secured with ease by 
using a number of detail accounts which are increased 
in number as the business itself expands and 
grows. 
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The Single Entry Set of Books 

A single entry set of records usually comprises the 
following : 

1. Daybook. This is a summarized and daily 
record of business transactions. It may contain cash 
transactions and it may not; usually, cash receipts 
and payments are not recorded in it. 

2. Cash book. This is a record of cash incom- 
ings and cash outgoings. 

3. Ledger. This is a record in which transac- 
tions are grouped by persons owing the concern and 
those whom the concern owes. The entries herein 
come from the daybook and from the cash book. If 
cash transactions are entered first in the daybook, as 
sometimes is the case, and are then entered in the 
cash book, the cash items offsetting customers and 
creditors reach the ledger from the daybook. 

If other records are kept, such as a record of sales (sales 
book), a record of purchases (purchase book), etc., they 
are maintained for memorandum purposes. 

The Single Entry Daybook 

The first permanent written record consisted of a sim- 
ple memorandum book or diary in which those items 
necessary to remember were marked down in convenient 
form. Since these memoranda were marked down from 
day to day and the entries followed one another day by 
day, this first book of accounts was called a "daybook." 
It was merely a record of successive transactions in nar- 
rative form. There was no attempt at connection, no 
opportunity for detecting omissions or errors. 

When a sale or purchase, not for cash, was made, a 
notation was entered in the daybook showing date, name 
of person, description of goods, terms of payment, and 
amount. No discrimination was made between records 
of sales and purchases. When the bill was paid, the entry 
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was looked up and the word "paid" written across it, 
thus closing the account. Open entries were the unpaid 
accounts receivable. In a similar manner, when the pro- 
prietor paid a bill, the amount was looked up and can- 
celed. He found his unpaid accounts payable by listing 
these uncanceled items. 

The type of entries made in the daybook may be said 
to be about as follows : 

Sales 

Purchases 

Goods returned by customers 

Goods returned by creditors 

Notes received from customers 

Notes given to- creditors 

Each transaction was earmarked by an expression : sold 
to, purchased from, returned by, returned to, etc. The 
daybook is now obsolete in modern bookkeeping practice. 
Formerly, it was made use of as a most important double 
entry record as well as a single entry book. At present, 
it is not used except in single entry. 

The Single Entry Cash Book 

The daybook records all transactions other than cash. 
Cash transactions, cash incomings and outgoings, are en- 
tered in the cash book; this is the usual procedure. So 
far as they are concerned, the daybook is eliminated, un- 
less, as sometimes is the case, cash transactions are first 
entered in the daybook and from there transferred to 
the cash book. 

Cash receipts are entered on the left hand page and 
cash payments are entered on the right hand page. The 
simplest form of cash book has one amount column on 
each page. The cash balance on hand, including the 
money in the bank, is shown by the excess of the receipts 
side over the total recorded on the payments side. This 
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book usually is kept with care and is the only single entry 
record in which a balance is attempted. 

The cash book should be balanced at least once a month, 
and it is often balanced daily or weekly.. In striking a 
balance, the two columns are added up. The amount by 
which the left-hand column exceeds the anaount of the 
right-hand column is carried over into the right-hand 
column, and the word "balance" is written next to the 
amount. The total in each column is then the same. 
When this is done, two lines are ruled under each total 
amount ; this shows that the book is closed, and that the 
amounts and items above are not to be considered further. 
However, the balance amount is next brought down to 
the left side as the opening entry for the next period of 
time. Even though the entries on one side of the cash 
book exceed in number the entries on the opposite side, 
the footings are placed on the same line, opposite each 
other. The open space existing on one side or the other 
between the last entry and the footing should be closed 
by a diagonal line drawn from the point of the last entry 
down to the footing. This prevents other entries from 
being made therein after the book is closed — in the closed 
portion. This principle should be followed throughout 
all bookkeeping records, whether single or double entry. 

At the beginning of the next period, the cash balance 
is entered on the first line of the left-hand page as of 
the date next following the previous closing date, regard- 
less of what day of the week that happens to be. Where 
red ink is used in writing in the closing balance, as is 
sometimes done, black ink should be used in entering the 
balance at the beginning of the next period. 

Cash book entries show receipt and payment of money 
only. Customers' and creditors' names are entered be- 
cause it is necessary to keep track of amounts standing 
against or for them, so that proper transfers (postings) 
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may be made to the ledger. Proprietor's drawings of 
cash from the business, also, would be posted to the 
ledger, and thereupon grouped together under a heading 
of "Proprietor-Drawings." When it comes to expendi- 
tures for purposes other than the payment of creditors, 
no attempt is made to distribute them along scientific 
lines ; so long as the cash is accounted for, the system is 
running smoothly. No postings of such charges are 
made to any ledger account. 

Often, no cash book exists, the cash register and vari- 
ous sorts of miscellaneous memoranda slips taking its 
place. The cash register contains a key labeled "On 
Ace." When a customer makes a payment, a record 
thereof is made in the register, and the amount registered 
on a separate set of wheels by pushing down this "On 
Ace." key. The daily total shown by this key should 
agree with the stub totals from the receipt book. Entries 
are then made in the daybook and from there they 
are posted to the ledger record. Payments to creditors 
may be taken from the check book stubs and entered in 
the daybook, and from thence to the ledger. If payments 
to creditors are made in cash and not by check, or if 
no cash register is used, the cash book should be kept. 

The Single Entry Ledger 

As business grew and the unpaid accounts increased 
in number, sometimes an amount Avas entirely overlooked 
when payment was made and much valuable time was 
wasted in hunting out the individual amounts. There- 
fore, another book was adopted in which each customer 
was given a page. Here were entered from day to day 
all sales made to a customer, with date, amount, and cer- 
tain memoranda. Later, all purchases made from credit- 
ors were entered therein. This book was the ledger. 
From the daybook and from the cash book the transac- 
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tions are transferred to the ledger, the daybook entry 
being checked off by a tick mark or by writing the number 
of the ledger page to which the entry is posted next to the 
name and amount. 

The single entry ledger is a book of final record, con- 
taining a series of headings, each of which is the name of 
a person. Under this name is summarized the informa- 
tion first placed in the daybook and the cash book. Each 
page is divided in half, vertically, and contains two sets of 
columns for date, explanation, folio (page of daybook or 
cash book from which entry came ) , and amount. A whole 
page or part of a page is devoted to each account. In 
general, the columns on the left-hand half of the page 
are used as follows : 

All payments of cash to persons. 
All increases in a person's indebtedness to the 
firm. 

All reductions in the firm's liability to a person. 

The columns on the right half of the page contain infor- 
mation exactly opposite in character to that of the left 
half: 

All receipts of cash from persons. 

All reductions in a person's indebtedness to the 

firm. 

All increases in the firm's liability to a person. 

If an account is settled by a note, a memorandum to 
that effect would be made on the daybook, but the amount 
of the note would not be posted to the account of the 
person. Only a notation would be made in his account 
that a note had been given. When the note was paid, 
the payment would be considered the same as any other 
cash transaction and would be posted to the account. 
(This, it should be remembered, is not the procedure in 
double entry bookkeeping.) Therefore, a single entry 
ledger is but a memorandum book at best. A proof of 
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accuracy cannot well be obtained from a single entry sys- 
tem ledger. The information it contains concerning 
amounts owed by customers and owed to creditors may 
be, and often is, in very poor form. Sometimes, when an 
account is settled, the word "paid" is written across it, 
and the account ruled off. When a customer is allowed 
a discount, the actual amount of cash received is credited 
to his account and the same is marked as paid and is 
ruled off, without an entry being made anywhere to indi- 
cate that a discount has been given. 

Proprietor's Account 

The remarks thus far must be qualified to the extent 
that in addition to personal accounts with debtors and 
creditors, the proprietor may keep an account with him- 
self, setting out therein original investment, additions 
thereto, and even withdrawals therefrom. The pro- 
prietor does this for two reasons : 

1. To know what money he has invested in the 
enterprise. 

2. To assist him in determining the amount of 
profit that he has made. 

Net Worth or Capital Investment 

Net worth or capital investment is represented in the 
excess of the assets value over the liabilities. It is de- 
creased by: 

1. Losses sustained in the operation of the busi- 
ness. 

2. Capital withdrawn by the owners of the busi- 
ness. 

Net worth or capital investment is increased by : 

1. Profits arising from the operation of the busi- 
ness. 

2. Additional capital contributed by the owners of 
the business. 
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Preparation of Statement of Assets and Liabilities 

Certain of the data necessary to the preparation of a 
statement of condition may be secured from the books as 
kept and certain other facts must be secured from mis- 
cellaneous sources. The books usually contain informa- 
tion in regard to cash on hand and in bank, uncollected 
customers' accounts, uncollected notes receivable, and 
amounts payable to creditors for purchase of materials 
and other items. Information as to the other assets 
usually must be obtained from memorandum records kept 
by the bookkeeper and owners of the business. If such 
memoranda are not available, the person who is setting 
up the statement of condition will have to resort to a 
personal examination of the establishment and to ques- 
tioning its personnel. 

It should be remembered that this statement is not a 
balance sheet because it is not constructed from facts 
recorded in a double entry set of records. It may, how- 
ever, be called a "financial statement." 

Preparation of Statement of Profit and Loss 

To determine the profit or loss for any period, a state- 
ment of assets and liabilities must be prepared first, as 
of the closing date. From the net worth thus arrived at, 
the net worth as at the beginning of the period must be 
deducted. The difference between the net worth at the 
close of the period and the net worth at the beginning 
of the period represents the increase or decrease in net 
worth during the period. To this difference any with- 
drawals by the proprietor must be added and from it any 
additional investment during the period must be de- 
ducted. The resulting balance represents the profit or 
loss for the period, as the case may be. 

This method of securing profits is known as the "asset 
and liability" method, in contradistinction to the "profit 
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and loss" method used in double entry; the latter method 
will be described later. 

Illustrative Problem 

A simple illustration should make clear the method of 
ascertaining the profit in single entry. Assume that on 
January 1, H. Adams possessed the following assets and 
owed the following liabilities : 

Cash $ 3,000.00 

Customers' Accounts 25,000.00 

Merchandise Inventory 6,000.00 

Furniture and Fixtures 1,000.00 

Horses and Wagons 2,000.00 

Machinery 15,000.00 

Land and Buildings 20,000.00 $72,000.00 

He owed his Creditors 23,000.00 

His Net Worth would be $49,000.00 

On December 31, the same year, a statement of H. 
Adams' condition was as follows: 

Cash $ 4,000.00 

Customers' Accounts 27,000.00 

Merchandise Inventory S,000.00 

Furniture and Fixtures 1,000.00 

Horses and Wagons 2,000.00 

Machinery 16.000.00 

Land and Buildings 20,000.00 $78,000.00 

He owed his Creditors 21,000.00 

His Net Worth would be $57,000.00 

During the year he has drawn out $3,000 for his per- 
sonal use. The profits of the year are found as follows : 

Net Worth, end of year $57,000.00 

Net Worth, beginning of year 49,000.00 

Increase in Net Worth (profit retained) $ 8,000.00 

Drawings, during year 3,000.00 

Total profit for the year $ir,000.00 



COMPARATIVE FINANCIAL STATEMENT 39 

To show why the amount drawn out by Adams must 
be added to the increase in net worth to find the total 
profits, it is necessary only to assume that Adams had not 
drawn anything. If so, his cash would be $7,000.00 in- 
stead of $4,000.00 and his net worth at the end would have 
been $60,000.00; and the increase in his net worth (and 
therefore his profits) would have been $11,000, the same 
as resulted from adding his drawings to the increase in 
his net worth. 

Single Entry Uncertainty and the Comparative Statement 

As there is no method in single entry by which the 
correctness of the statement of assets and liabilities can 
be proved, as may be done in double entry, as will be 
noticed later, the conclusions dra'wn from such a state- 
ment can seldom be relied upon. An asset or a liability 
might be forgotten or be taken into the account twice and 
there would be no way to discern that an error had been 
made. 

The single entry principle of comparing net worth at 
one time with that at another is often used in double 
entry. In fact, it was done in the beginning of the pres- 
ent chapter when nothing was known at all of single 
entry. The single entry principle is made use of in 
double entry by instituting a comparison between the 
financial statement at the end of one year with the finan- 
cial statement at the end of the preceding year, the two 
being set out in comparative statement form, as has been 
indicated already. A comparison between the net in- 
crease or decrease of assets with the net increase or 
decrease of liabilities will exhibit the exact profit or loss 
of the period, provided the proprietor has not withdrawn 
any of the profits in the meantime. If he has, an adjust- 
ment must be made as in single entry. 

The difference between this method of arriving at the 
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profits in both single and double entry is that in single 
entry there is no way to prove its accuracy, while in 
double entry its correctness is proved. By the asset and 
liability method of ascertaining profit or loss in single 
entry the amount of profit made or loss suffered may be 
determined, but usually there is no way to find out how 
the profit or loss was brought about. In double entry 
every element of the business is reflected in the bookkeep- 
ing records, and these elements can be so analyzed as to 
show clearly which element tended to increase and which 
to decrease the final profit. 

Accounting, therefore, should keep two kinds of records 
to avoid this uncertainty, — a record looking at every 
business transaction from two points of view, — one show- 
ing what effect it has on the assets and liabilities, and 
the other showing its effect upon the proprietorship. In 
this way the element of uncertainty is eliminated, and we 
have double entry. The records of proprietorship 
changes indicate the fluctuation in the affairs of the busi- 
ness as to expenses and income pointing them out before 
the actual valuation of assets and liabilities is secured. 
These proprietorship records may be kept in as much 
detail as desired dependent upon the needed business con- 
trol. 

Such records show sources of earnings, as sales, dis- 
counts received, rent received, etc., and the expenses 
incurred in securing of such income, as office expenses, 
clerk hire, salaries, cost of goods sold., etc., each grouped 
under separate headings as the conduct of the business 
demands. 

Records of Temporary Proprietorship : In Double Entry 

The records of temporary proprietorship are kept until 
an accounting period is over at which time they are sum- 
marized and the net result deduced therefrom. It is 
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because of this fact that they are temporary in character, 
recording proprietorship changes day by day, being 
closed out at the end of an accounting period inio a sum- 
mary account which when displayed in statement form is 
called "Statement of Profits and Income." 

This statement of profits and income will assume a 
form somewhat as follows: 

Goods on hand at beginning of the accounting period $(f 

Goods purchased during the accounting period $^ 

Goods handled during the accounting period $^ 

Deduct — Goods on hand at end of accounting period $«( 

Cost of goods sold during the accounting period .$^ 

Sales of goods during the period $^ 

Deduct — Cost of goods sold during the accounting period .... $^ 

Balance — Gross profit $^ 

Deduct — Expenses of doing business $(t 

Balance — Net profit representing increase in net worth $^ 

The temporary proprietorship records permit of the de- 
termination of the period's net profit by the method set 
out as above. Notice that this statement shows why the 
net profit is as it is, whereas, the comparative financial 
statement shows net profit without setting out the reason 
why it is as it is. The technical form of this statement 
varies slightly from the form above ; it will be discussed 
later in the course. 

Points to Consider in Changing from Single to Double 
Entry 

Some firms keep their books in single entry and even 
allow them to run a number of years without having them 
closed, either not wanting to take the trouble to find out 
how much was lost or gained, or because they lack the 
knowledge of keeping them by the better system of double 
entry. Such books run along year after year until finally 
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a time comes when, on account of the death of a partner, 
or the desire of a member of the firm to withdraw, the 
question arises as to the disposition of the business, — 
how much the interest of the withdrawing partner in the 
firm is worth. 

The condition of the books will vary with the par- 
ticular development of the system used, — how much has 
been incorporated into the single entry records from the 
double entry system. Even in its crudest form, the 
ledger will reveal the capital account or accounts of the 
proprietor or proprietors, personal accounts with the 
customers and creditors of the business, and perhaps 
accounts recording the drawings of each proprietor, the 
latter showing how much has been taken from the busi- 
ness in withdrawals of cash or merchandise. 

There will be various accounts which must be treated 
as mere memoranda, as merchandise sales, office expense, 
commissions, etc., which are merely lists of expenses paid 
and volume of sales as recorded in order books or on 
sales slips. These memoranda are made to give the 
owners of the business some idea of the progress of the 
concern's activities. Such accounts cannot be used with 
any degree of certainty; the only safe way is to take a 
careful physical inventory of everything around the 
establishment which belongs to it, and supplement this 
by all the information that can be secured from the 
firm. All of this work should be done in careful fashion, 
using preferably loose sheets. Each set of these sheets 
should cover each asset and liability item; care should 
be observed to support all main schedules by supporting 
schedules. In taking the inventory of merchandise, the 
sheets should be so arranged as to exhibit the kind of 
materials, the quantity in unit denominations, the price 
per unit, and the total value of the extended items. 

If a cash book is kept, it should be fairly correct and 
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set out the amount of cash in the bank plus what is in the 
drawer. The better to ascertain its reliability and for 
the purpose of securing the balance of the cash on hand, 
the bank book should be taken to the bank to be balanced ; 
this balance should then be compared with that shown by 
the cash book. If a cash book is not in existence, the bank 
balance secured as above should be compared with that 
revealed by the check book stubs. Cheeks may have been 
issued which are not shown as yet in the bank's record 
because not yet passed through it; such checks will de- 
crease the actual amount of cash on hand. 

The amount of actual notes and currency in the cash 
drawer usually will not equal in amount the figure re- 
ported therefor by the proprietor or bookkeeper. Cash 
items not actual cash, should be listed as actual personal 
I. 0. U. 's. One should be very clear in his mind as to 
the nature of the memoranda found in the cash drawer. 
Sometimes counterfeit and mutilated coins will be taken 
up as cash items, as also memoranda of advances made 
against salaries, and small amounts paid for the benefit 
of the proprietor or certain employees against the arrival 
of pay day. If these items are not made good at once on 
demand, the paper they represent should be certified to 
by one of the firm members as being good; but even in 
this case they do not represent cash. 

The notes receivable may be entered in detail in a note 
book or register ; such book is borrowed from double en- 
try, being controlled by the note account in the ledger. 
An examination of this register as well as the ledger ac- 
count should reveal the notes receivable, as to total 
amounts still outstanding. This information should be 
checked against the actual notes on hand kept in the safe, 
and inquiry should be made at the bank as to whether it 
holds any of the firm's notes (notes receivable) under 
discount. If the persons from whom the concern has re- 
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ceived those notes were not credited with them at the 
time the notes were offered by them and accepted by the 
firm, they should be so credited. Again, check up the 
existing notes with the customers' accounts on the ledger 
to see that they are in order. These checks will not be 
fully complete, because if merchandise has been delivered 
in exchange for a promissory note which is in full pay- 
ment, the entry would not appear in the customer's ac- 
count. An examination of the journal or daybook may 
disclose information of the acceptance of a note even 
though no posting of the acceptance has been made in the 
ledger. 

Usually, no account with land and buildings will have 
been kept; therefore, it will be necessary to fix a value 
upon the land and buildings. There should be some 
memo, bill fully receipted, or a paper of some kind in the 
office or a deed on file in the city hall from which the value 
of the land and buildings may be ascertained. Often the 
assessed value is the only one obtainable ; if so, due allow- 
ance must be made for the difference between the sup- 
posed cost value and the assessed value. 

Items like machinery and tools, store and office fix- 
tures, delivery equipment, etc., must be listed and the 
various values on a cost basis determined by either 
records or invoices found in the office; if such method 
fails, the best appraised value that can be placed thereon 
must be made use of. The wider one's experience has 
been, the more easily will he be able to indicate a fair ap- 
praisal value. 

The amount of the accounts receivable should be ob- 
tainable from the ledger. The accounts receivable should 
be examined as to terms of payment and whether any are 
past due. From the physical standpoint, e?s concerns 
accounts receivable, one should know the status of all of 
them and how many are worthless ; consultation with the 
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proprietor is necessary in this connection. Care should 
be observed not to allow one^s judgment to be swayed 
one way or the other by what the proprietor may say; 
the latter may be ultra conservative under certain con- 
ditions, and again, as where an incoming partner is to 
be presented with a copy of the completed statement, he 
may attempt to enhance the values knowing that by so 
doing the statement will reflect larger profits than would 
be the case were he conservative. 

All assets should be priced at cost value unless the 
market value is less than cost. One exception may ex- 
ist in favor of some of the fixed assets which should be 
scaled down from their cost price by the amount by which 
they have been reduced in price by wear, tear and ob- 
solescence — called depreciation. A physical inventory 
should reflect true facts at the time it is taken. An auto 
truck, for example, taken at cost should be reduced 
in value by a percentage deducted therefrom for each 
year of its existence ; such deduction presupposes a knowl- 
edge of depreciation units for varying kinds of assets. 

In the appraisal value one should consider worth from 
the standpoint of a going concern and not from the view- 
point of value if sold at the time of taking the inventory. 
When items are sold under a liquidating process, they 
will bring all the way from ten to fifty per cent, less than 
their actual value to a going concern. 

To this point only the process of listing the asset 
values has been considered. In listing the Kabilities the 
process is practically the same. An inventory should 
be taken of all the notes payable that have been given to 
the creditors. If a note register is in existence, this list- 
ing will be an easy process. If not, one should examine 
the stubs of the note book and list therefrom all the notes 
which have been given out. As in the case with notes 
receivable, the notes should be checked up with the ledger 
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to see if the parties to whom they were given were 
charged at the time. Again, this may be only a partial 
check, as the note may have been given in full payment 
for goods purchased; in such case no entry is made to 
the debit of the personal account. The daybook should 
also be examined in this connection. Again, the pro- 
prietor must be interviewed to ascertain what his system 
has been. If he has always used a note book and has been 
careful with his stubs one is comparatively certain not 
to go astray. If not, his memory plus any memoranda 
that can be found in the office must be brought to the as- 
sistance of preparing the liability of notes payable. 

Other liabilities must be looked for. Just what they 
would be is impossible to tell; but it is certain that some 
one or more will not even be recorded as personal ac- 
counts in the ledger and some will not have any refer- 
ence thereto in the daybook or anywhere. Such liabili- 
ties contemplate items like loans and mortgages payable, 
unpaid taxes, water rent, commissions, etc. 



CHAPTER III 
THE ACCOUNT 

The Initial Equation as a Starting Point 

In Chapter I a starting point was established for our 
work. In all accounting, whatever the line of business, 
a starting point is necessary; this in every business is 
the same. The accounting facts involved in this point 
of commencement, in its establishment, are summarized 
in a statement of assets and liabilities; this has been 
shown already. It is against the facts displayed in this 
statement, after they have been spread upon the books, 
that later comparisons of activity are made. 

This statement of financial position was determined 
by: 

1. Valuing all goods on hand upon the best judg- 
ment possible, classifying them into convenient 
groups, and listing them as classified. 

2. Ascertaining all the liabilities existing against 
these goods (assets), and listing them into convenient 
groupings (classifications). 

3. Offsetting 1 against 2, and 

4. Balancing the assets against the liabilities by 
inserting an amount equal to the difference between 
1 and 2, called "capital." If 2 is greater in amount 
than 1, the balancing element is called "deficiency." 

In other words, the work started with the equation: 

1. Goods = PToprietorship, or 

2. Goods = Liabilities plus Proprietorship, or 

3. Goods minus Liabilities = Proprietorship 

This initial equation appears whenever a man first 
starts a set of books. It is the basis of what is known 

47 



48 ACCOUNTING— PRINCIPLES AND PRACTICE 

as double entry bookkeeping. The development of this 
equation is all important; whatever may be the transac- 
tions that take place, their effect is to change the amounts 
involved in the equation but not the form thereof, — the 
form remains constant at all times. 

Adjustments of the Initial Equation 

Eeturning to the last chapter again and establishing 
this initial equation as presented therein, let us notice 
what adjustments are made necessary by the classes of 
possible business transactions that may take place once 
a business is started. The simple equation applying to 
this case is : 

Assets (Goods) = Liabilities plus Proprietorship 
which is represented by : 

Cash $ 5,000 

Merchandise 15,000 

Furniture 500 

Accounts Receivable 10,000 

Land 3,000 

Building 6,000 

$39,500 



Accounts Payable 

Mortgage on Building. . . 

Capital, J. Jones 


. ..$ 3,000 
. . . 2,500 

$ 5,500 
. . . 34,000 




$39,500 



Evidently, the total values to be used in the business of 
J. Jones amount to $39,500, which are offset by $5,500 in 
liabilities and $34,000 as the interest of J. Jones, pro- 
prietor. Double entry shows, therefore, the interest in 
asset values and secures a balance which is found use- 
ful as progress is made in the work. 

If a certain creditor, H. Bosworth, advances Jones 
$5,000 in cash, a simple mathematical problem results : 

Original Assets $39,500 Original Liabilities $ 5,500 

Added Cash 5,000 Added liabilities 5,000 



$10,500 
Capital 34,000 

$44,500 $44,500 
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It should be noticed that the above expression is still in 
the form of the equation. In its equated form, it might 
have been set out as follows : 

Assets (Values Owned) .. .$39,500 Liabilities (Values Owned )$ 5,500 

+ + 

Assets (Cash) 5,000 Capital (Net Worth) 34,000 

+ 
Liabilities (Bosworth) .... 5,000 

Again, suppose that Jones drew out $1,000 in cash. 
The mathematical problem involved may be stated as 
follows : 

Original assets $39,500 

Addition of asset (cash) 5,000 

$44,500 
Reduction of asset (cash) 1,000 

$43,500 

Original Liabilities $ 5,500 

Addition of liability (Bosworth) 5,000 

$10,500 

Original capital $34,000 

Reduction of capital 1,000 33,000 

$43,500 

The asset of cash is reduced $1,000, and the capital stand- 
ing in the name of Jones is reduced a like amount. 
Again, suppose that Jones purchases a horse and wagon 
for $500. The original equation is not disturbed. The 
asset of cash is reduced $500, but another asset takes its 
place, — horse and wagon — equal in amount : 

Original assets ^^^'nnn 

Addition of asset (cash) 5.000 

$44^500 
Reduction of asset (cash) ^'000 

$43,500 
Reduction of asset (cash) ^"'^ 

$43,000 
Addition of asset (horse and wagon) ^"^^ 

$43,500 
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Original liabilities $ 5,500 

Addition of liability (Bosworth) 5,000 

$10,500 

Original capital $34,000 

Reduction of capital 1,000 33,000 

$43,500 



Placing these additional transactions into the form of 
an equation as set out above, we have the following: 

Assets (original) $39,500 Liabilities (original) $ 5,500 

+ + 

Assets (cash) 5,000 Capital (original) 34,000 

— + 

Assets (cash) 1,000 Liabilities (Bosworth) 5,000 

Assets (cash) 500 Capital (reduction) 1,000 

Assets ( horse and wagon ) . . 500 



Total + $45,000 Total + $44,500 

Total — 1,500 Total — 1,000 



Net + $43,500 Net + $43,500 



Carrying the illustration a little further, suppose 
that Jones sells for cash a certain amount of merchandise 
for $600 which cost him $500. Evidently, Jones' cash 
was increased $500 equal in amount to the decrease in 
merchandise. Also, his cash was increased $100 due to 
his business ability of selling at a profit. This $100 
measures the amount of profit in the transaction, and 
has the effect of increasing his proprietorship interest 
in the business to the extent of $100. 

The arithmetical computation in this connection is 
as follows : 

Original assets $39,500 

Addition of assets (cash) 5,000 

$44,500 
Reduction of assets (cash) 1,000 

$43,500 
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Reduction of asset (cash) 500 



$43,000 
Addition of asset (H & W) 500 



$43,500 
Reduction of asset (mdse) 500 



$43,000 
Addition of asset (cash) 600 



$43,600 



Original liabilities $ 5,500 

Addition of liabilities ( Bos ) 5,000 



$10,500 

Original -capital $34,000 

Reduction capital 1,000 



$33,000 
Addition of capital 100 33,100 



$43,600 



In brief, the effect of business transactions upon the ini- 
tial equation is shown by simple addition and subtraction. 
Whatever the transaction may be, there is a two-fold 
effect taking place, two classifications at least being af- 
fected by each business transaction. Adding this last 
transaction to the equation form set out previously, the 
result now is : 

Assets (original) $39,500 Liabilities (original) $ 5,500 

Assets (cash) 5,000 Capital (original) 34,000 

Assets (cash) 1,000 Liabilities (Bosworth) 5,000 

Assets (cash) 500 Capital (reduction) 1,000 

+ 4- 

Assets (horse and wagon ) . . . 500 Capital (increase) 100 

Assets (mdse) 500 = 

-I- 
Assets (cash) 600 



Xotal -t- $45,600 Total -f- $44,600 

Total — 2,000 Total — 1,000 



Net -I- $43,600 Net + 



.$43,600 
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Cumbersomeness of the Detailed Equation 

A casual glance at the last form of the equation above 
shows that it has become a complex and unwieldy 
mechanism. If one should try to record, say, fifty more 
transactions, adding them to those already entered 
therein, he would find himself in a maze of plus and minus 
values, and it would be an extremely laborious process 
to determine the total of the plus and the total of the 
minus values on each side of the equation. Obviously, 
matters must be simplified if it is desirable to use this 
equation in the recording of business transactions in a 
commercial enterprise. 

First Simplification of the Form of the Detailed Equation 

Since the major object is to secure separate totals for 
the plus and minus values, these may be obtained more 
readily by providing a separate column for each class 
on each side of the equation. The reconstructed form 
follows : 



$ 5 000 

15,000 

500 

10.000 

3,000 

6,000 

5,000 



500 



600 



Explanation — 

Cash 

Merchandise 

Furniture 

Accounts Eee 

Land 

Building 

Cash 

Cash $1,000 

Cash 500 

Horse and W 

Merchandise 500 ■ 

Cash 



$1,000 



Explanation + 

Accounts Payable. . $ 3,000 

Mortgage 2,500 

Capital 34,000 

Loan Payable 5,000 

Capital 

Capital 100 



J5,600 Totals $2,000 $1 .000 Totals $44,600 

2.000 $1,000 
Net + 



$43,000 Net + 



.$43,600 



The form of equation as presented needs but slight 
explanation. Its purpose is self-evident, and its use is 
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clearly indicated. The two minus columns are seen to be 
on the inside and the two plus columns are found on the 
outside edges. The arrangement is as indicated because 
of custom and because the plus columns are the impor- 
tant ones. The minus columns contain deductions only. 
They are not an essential of the accounting equation, but 
are used only for convenience. From an accounting 
point of view persons are interested more in positive 
values than in negative ones. The balance on the right 
side is always a plus value and the balance on the left 
side, likewise, is always a plus value. In accounting, the 
reverse condition never exists; the balances will never 
consist of negative values. The two net values will al- 
ways equal each other. 

These four columns are used in bookkeeping and ac- 
counting records. In fact, they are the only important 
columns made use of in such records and, therefore, their 
use should be understood thoroughly. Whenever a 
figure is noticed in an accounting record that figure be- 
longs in one of the four columns as shown, either in one of 
the two on the left side of the ' ' equals ' ' sign or in one of 
the two on the right of it. 

Every student eventually should be able to take any 
monetary business transaction coming within his notice 
either in his study or in his work and enter it in the 
proper columns under its proper titles (captions) in the 
equation as shown in the above form. 

Analyzing the Business Transaction 

A business transaction may be defined as an exchange 
of values between persons or between accounts. In 
analyzing a business transaction preparatory to making 
a bookkeeping record of it, the following suggestions 
should be borne in mind : 
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1. Determine the side of the equation which is 
involved — one or both. 

2. Determine the amounts involved. 

3. Determine the columns into which these 
amounts should be placed. 

4. Determine the kind of value involved. 

A scrutiny of the last form presented shows many 
similar items distributed intermittently through either 
one or the other of the columns on either one or the other 
sides of the detailed equation. Since it is worth while 
to know the exact status of each class of items, this form 
should be rearranged to make that possible. To do this, 
it will be necessary to sectionalize the equation. 

The first step in this sectionalizing process is to group 
each particular class or kind of items together in one 
section or group, in the manner shown below : 

+ Explanation — — Explanation + 

$5,000 Cash $1,000 Accounts Payable . $3,000 

5,000 500 Mortgage Payable.. 2,500 

600 Loan Payable 5,000 

15,000 Merchandise 500 $1,000 Capital 34,000 

500 Furniture 100 

10,000 Accounts Rec 

3,000 Land _ 

6,000 Building — 

500 Horse and Wagon 



$45,600 Totals $2,000 $1,000 Totals $44,600 

2,000 1,000 



$43,600 Net + Net + $43,600 



Evidently, the arrangement of the material in the first 
four-column form of the equation has been improved 
upon. But if it is desired to know the total amount of 
the plus and minus items of cash, has the adjustment been 
developed as far as is necessary? Can the cash balance 
be determined readily and that balance be entered in 
writing upon the form so that it will stand out clearly 
and by itself — a most advantageous thing to do with any 
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value? Obviously, No. It will be necessary first to add 
up the plus items of cash, then the minus items, set them 
down some place and subtract the total minus from the 
total plus. This cannot be done readily upoh this form, 
even though this information is exactly that which one 
needs regarding the cash items, and concerning the other 
items. Therefore, the development of the form of the 
equation has not yet progressed far enough to be efficient 
for practical purposes. 

The second step whicji naturally forces itself upon the 
attention when examining the present result of the sec- 
tionalizing process is to sectionalize still further by using 
two columns for each class of items, one plus and one 
minus. The following form presents this second step. 
On it are entered the same set of transactions used in the 
beginning of this chapter. 

This latter form is so developed that from the stand- 
point of bookkeeping technique every type of business 
transaction may readily be entered thereon if only more 
columns are added on the right and on the left sides of 
the equation. Bear in mind the form, its stages of de- 
velopment, and when the study of the accounting equa- 
tion has been completed, notice its similarity to the fin- 
ished form adopted. As it stands at present, the form 
is still not practicable enough to use in a commercial estab- 
lishment. 

+ - + - + - + - + - + — -1- — 

Land Building Horse & W. Furn. Mdse Acets. Rec. Cash 
3000 6000 500 500 15000 500 10000 50OO 1000 



5000 500 
600 .... 



3000 .... 



6000 .... 


6000 


500 


500 


. . . . 500 .... 15000 500 10000 
500 .. . 


10600 1500 

.... 1500 .... 


3000 


500 14500 10000 


9100 




+ Balance = $43,600 
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Accts. Pay. Loan Pay. Mortgage Capital 
- + - + - + — + 

3000 5000 2500 1000 34000 

100 



3000 5000 2500 1000 34100 

1000 

3000 5000 2500 33100 
+ Balance = $43,600 

Debit and Credit 

The left hand columns on each side of the equation, 
comprising the plus columns on the left side and the minus 
columns on the right side, are called "debit" (Dr) 
columns, and the entry by which an amount is entered in 
any of these columns is known as a "debit" entry. 

The right hand columns on each side of the equation, 
i.e., the minus columns on the left side and the plus col- 
umns on the right side, are called "credit" (Cr) columns, 
and the entry by which an amount is entered in any of 
these columns is known as a "credit" entry. 

These terms, like many others used in accounting, are 
the result of custom and of nothing else. We are not at 
present interested in that custom. It is better to remem- 
ber the two terms in their present relation to the account- 
ing equation than to consider them first from an irrele- 
vant point of view. Remember that the columns on each 
side of the equation are in pairs. Remember, also, that 
on each side of the equation the left column of each pair 
is a debit column, and that the right column of each pair 
is a credit column. 

The heading of the last form revised to include the 
terms of debit (Dr) and credit (Cr) would be as follows: 

Land Bldg. H. & W. Furn. Mdse. Accts. R. Cash 

Dr Cr Dr Cr Dr Cr Dr Cr Dr Cr Dr Cr Dr Cr 

Accts. P. Loan Pay. Mortgage Capital 
Dr Cr Dr Cr Dr Cr Dr Cr 
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The Account 



^Each pair of columns in the heading just shown above 
separates financial information into like groups. One 
pair gathers up all information concerning cash, an- 
other that concerning merchandise, another that concern- 
ing furniture, and so on. Each pair of columns holds a 
separate history of each class of items concerning which 
a financial record must be made. Each pair of columns 
contains an ' ' account, ' ' a statement of financial facts of 
the same or opposite tendency leading to a conclusion — 
the conclusion that we have a certain amount of cash on 
hand, that we owe a certain amount of money, that we 
are worth a certain sum, etc. 

An account, therefore, may be defined in accounting 
terminology as "an entry or group of entries, either 
debits or credits, or combination of both, under a specific 
or descriptive heading, exhibiting the history and results 
of the transactions pertaining thereto." 

Double entry provides the account in which the mathe- 
matical process of addition and subtraction may be car- 
ried on. The account shows, in relation to each classi- 
fication, the increasing and decreasing effect of business 
transactions. Each pair of columns in the last form is 
an account. 

Since an account provides for the showing of the in- 
creases and decreases in the condition of a business, its 
form must be such that the increases and decreases are 
clearly set out. Based upon the transactions with which 
work has been done already, suppose it is desired to show 
how much money there is in the bank. Let us develop 
the form of an account for one class of items as was done 
for a number and see how the two results agree. The 
original deposit amounts to $5,000. Subsequently, 
$5,000 more is deposited. Later, $1,000 is drawn out. 
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Then again, $500 is drawn out, and finally, $600 is de- 
posited. 

An account with cash, constructed on the simple 
mathematical form used at the beginning of the chapter 
would look as follows: 

Deposits $ 5,000 

Deposits $ 5,000 

$10,000 
Withdrawal 1,000 

$ 9,000 
Withdrawal 500 

$ 8,500 
Deposit 600 

$ 9,100 



Here, the present amount of cash on hand, $9,100, has 
been accounted for. This simple crude mathematical ex- 
pedient has systematically" stated certain financial facts 
of the same or opposite tendency which has led to a con- 
clusion, the conclusion that at the present time there is 
$9,100 on deposit in the bank. Therefore, it is certainly 
an account. 

By means of this simple form of an account, which 
was previously considered in connection with our entire 
group of transactions, the fluctuations in the amount of 
the asset cash, one group of transactions, has been re- 
corded. By this same simple means the same thing 
could be done for any other asset, for any liability, and 
for the proprietorship interest. This same simple form 
of account could be used for recording fluctuations in the 
total asset fund as well as in any individual asset ; in the 
total liability and accountability as well as in an item 
thereof. In other words, the form of the initial equa- 
tion, the basis of double entry, has not been altered one 
iota. 
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Although the crude form of account just shown may 
be effective for some purposes, a careful examination of 
its makeup shows that it is not the most effective form 
for many purposes, and that it lacks certain details which 
would give valuable incidental information. This same 
conclusion holds good where one single class of trans- 
actions is considered as well as when a number of classes 
are kept in mind. It is necessary, therefore, to elabor- 
ate this simple account with cash to give greater informa- 
tion, yet keep its form as simple as possible. With this 
idea in mind, the cash account might look as follows : 

Account of Jones wpth the Second National Bank 

1918 

July 2 Opened an account at bank by depositing therein 

all cash on hand $ 5,000 

5 Deposited $5,000 from Bosworth loan ; 5,000 

Balance in bank $10,000 

8 Withdrew by check #1, for personal use 1,000 

Balance in bank $ 9,000 

16 Withdrew by check #2, for horse and wagon. . . . 500 

Balance in bank $ 8,500 

28 Deposited cash received from sale of mdse 600 

Balance in bank $ 9,100 



An examination of this form of account shows that 
the recording of many valuable details of information 
has been provided for which will assist any one at a 
later time to identify the transactions giving rise to the 
fluctuations in the cash fund and therefore aid in giving 
protection should disputes arise later relative thereto. 
Each and every transaction has a date and an amount. 
The transactions occur with regularity; each one con- 
tains related facts. A definite space has been allotted 
to contain these related facts, the space being set out by 
vertical lines, the vertical lines making a column, one 
column to contain the dates, and one to contain the 
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amounts. The statement as given is still an account, 
because the definition of an account as given in the last 
section has not been violated. That definition was: 
"An account is a systematic statement of financial facts 
of the same or opposite tendency leading to a conclu- 
sion." 

In the makeup of this second form of an account un- 
consciously, as before, a new principle has been intro- 
duced,; — that of columnarization or tabulation. How- 
ever, an examination of this second form will show that 
this principle has not been made use of as much as it is 
possible so to do. The entry of July 2, contains a posi- 
tive element, that of July 5, a positive element, that of 
July 8, a negative element, that of July 16, a negative ele- 
ment, and that of July 26, a positive element. A positive 
element or a negative element is always present. There- 
fore, as before, a column may be provided to contain 
each of these classes of elements, and by so doing one will 
be able more readily to determine what has been the total 
effect of the positive elements and what has been the 
total effect of the negative elements in regard to cash. 
The account reconstructed with this end in view is as 
below : 

Bank 
Date Explanation Deposits Cheeks 

1918 

July 2 Opened the account with all cash on hand $ 5,000 

5 Loan 5,000 

8 Cheek #1, for personal use $ 1,000 

16 Check #2, for horse and wagon 500 

28 Sales of merchandise 600 

$10,600 $ 1,500 
Balance 9,100 

$10,600 $10,600 
Aug. 1 Balance on deposit $ 9,100 

By allocating each amount to its proper column, one 
can clearly and easily determine what is the amount of 
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the total deposits and what the amount of the total with- 
drawals. A comparison of these two totals gives the 
balance of the account. Because of this fact, it has be- 
come customary to separate positive elements from nega- 
tive elements and to add each group separately. The 
exceptions to this custom will be treated in their proper 
place. 

At this point the discussion brings the reader back 
again to the place where the consideration of a number 
of varying transactions temporarily was dropped to take 
up a discussion of one class of transactions. The result 
in one case is similar to that in the other. This is seen 
when a comparison is made of the pair of columns on the 
last large form reserved for cash items with the pair of 
columns in which were recorded the cash items lastly con- 
sidered. In the former case, the various pairs of columns 
are attached to each other, and in the latter case the pair 
of columns for cash is handled separately forming a 
separate record. 

The Standard Form of an Account 

Therefore, it may truthfully be said that it is unneces- 
sary to keep the various pairs of columns attached to 
each other. If, as has been noticed, one is interested 
in the status of the cash, the pair of columns recording 
cash transactions is all he cares to examine. Again, if 
the classes of transactions are numerous, say, in the 
thousands, and a pair of columns is ruled for each class, 
the number of pairs of columns on each side of the equa- 
tion would be so many that the right to left limits of any 
book printed would not be large enough to contain them. 

However, if each pair of columns is separated from 
each of the other pairs of columns, and we have proved 
that this can be done, books can be found readily which 
are large enough to contain them. Books are expand- 
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able from top to bottom indefinitely but not from right 
to left indefinitely. It is easy to place two or three pairs 
of columns on a page, one pair under the other, which 
up and down arrangement allows plenty of room for ex- 
planatory remarks, and fill two or three thousand pages ; 
but should one attempt to place even 100 pairs of columns 
on a sheet, one pair alongside the other, the task would 
be cumbersome, if not impossible. Therefore, it is cus- 
tomary to carry each pair of columns separately in the 
ledger (the book in which accounts are kept). With this 
idea in mind, we are ready to go just a little further with 
our deductions. 

At this point, a question may well be asked. Is it 
possible to improve upon the arrangement of the account 
which has just been presented? In other words, is the 
arrangement of space the best suited for the purposes 
of the account. In connection with each business trans- 
action certain information is desired and required. This 
may be set out by the following questions : 

1. How much value is involved in the transaction? 

2. When did the transaction take place? 

3. With whom did the transaction take place ? 

4. What is the effect upon proprietorship, posi- 
tive or negative? 

The figures representing the amounts involved in a 
transaction should be set out clearly and sharply from 
the explanation thereof. This is best accomplished by 
placing them in a vertical column. Usually, certain cal- 
culations must first be made, which ordinarily are part of 
the explanation. Therefore, such a figure should be set 
out in a column which is located to the right of the ex- 
planation. 

In hunting for information, the date on which the 
transaction took place is the identification mark. There- 
fore, in the search for the proper date one should be 
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aided by having all dates grouped in such a way that the 
eye can pass rapidly from one to the other. Also, the lo- 
cation of the group of dates should not be such that the 
dates will be confused either with the explanation of the 
transactions or with the amounts thereof. 

If the dates are arranged in a column the eye can 
pass rapidly from one to the other. If this column is lo- 
cated next to the amount column, it is possible that the 
eye will confuse the date with the amount, because both 
are expressed in figures. Therefore, it is advisable to 
separate the two columns. This can be done by placing 
the date column to the left of the explanatory matter. 
The following arrangement from the left of a page to 
the right of the page is the result : 

Date Explanation Amount 

The explanatory matter is seen to be in the center 
space. In this space, the explanatory matter should be 
arranged in logical sequence, because it must answer 
three questions : 

1. With whom did the transaction take place ? 

2. Why did it take place? 

3. How did it take place ? 

If arranged in this order from left to right, easy refer- 
ence is made possible. 

Each positive element may be set out in the manner 
suggested, and, also, each negative element may be set 
out in the same way. Since each account contains a posi- 
tive and a negative element, it is advisable to keep each 
element near the other on the same page. Therefore, 
with this idea in mind, it is possible to construct a skele- 
ton form of account in conformity therewith, which is as 
follows : 



64 ACCOUNTING— PRINCIPLES AND PRACTICE 

Date Explanation L.F. $ (f Date Explanation L.F. $ ^ 



This form of an account is called the standard form. 
It is fomid in almost every set of books. There is no de- 
viation unless something is gained by so doing. Util- 
ity is superior to set form. The form of an account is a 
matter of convenience. The above form of an account 
is seen to be divided into two parts, each a duplicate of 
the other. Reading from left to right in each part, the 
columns are utilized as follows : date, explanatory matter, 
folio column — every account should contain this column 
so that therein may be entered in a brief manner the au- 
thority for the entries made in the account, amount — 
divided into a space for dollars and a space for cents. If 
the account records an asset, the left half holds positive 
or debit values, and the right half records negative or 
credit values. On the other hand, if the account records 
a liabilitj'^ or proprietorship item, the left half holds nega- 
tive or debit values, and the right records positive or 
credit values. 

An examination of the statement of assets and liabili- 
ties presented in Chapter I shows that its appearance 
conforms to the form of the account given above. In 
fact, such a form of statement is called the account form, 
and is in general use. But it must be remembered that 
the statement is not an account, except in appearance. 
This statement was constructed in conformity with the 
initial equation, and the standard form of an account like- 
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wise is constructed in conformity therewith. The basic 
principle of double entry has not been violated ; this prin- 
ciple must always be borne in mind during the progress 
of the work. 

The Standard Account Illustrated 

It has been seen that double entry provides the ac- 
count for carrying oij the mathematical process of addi- 
tion and subtraction involved in the recording of business 
transactions. It has been ascertained what the standard 
form of this account is, and it was stated that this stand- 
ard form is not deviated from unless the utility secured 
by so doing is superior to having the account in its 
standard form. In applying the use of the account to 
business transactions it shows, in relation to each classi- 
fication, the increasing and decreasing effect thereon of 
business transactions. The account is seen to have two 
sides, which in accounting language are known respec- 
tively as debit and credit. Taking the transactions of 
J. Jones as given previously and presenting them in the 
standard form of an account, the result is as follows : 

Cash 

1018 " ini8 

July 1 Investment $5000.00 " July 8 Personal $1000.00 

5 Loan 5000.00 " 16 Horse and Wagon 500.00 

28 Merchandise 600.00 " ST Balance 9100.00 

Si 

$10600.00 " $10600.00 

Aug. 1 Balance $ 9100.00 

Merchandise 

1918 " 1918 

July 1 Investment $15000.00 " July 28 Cash $ 500.00 

Accounts Bbceivable (Each debtor separately) 

1918 

July 1 Investment $10000.00 " 

FURNITUEE 

1918 " 

July 1 Investment ....$ 500.00 " 
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HoBSE AND Wagon 
1918 
July 16 Cash f 500.00 " 

Land 
1918 
July 1 Investment $3000.00 " 

Btjildinq 
1918 
July 1 Investment $ 6000.00 " 

Accounts Payable (Each creditor separate) 
" 1918 
" July 1 Investment $ 3000.00 

Loan 
" 1918 
" July 5 Cash— Bo8worth.$ 5000.00 

MOETGAGE 

" 1918 

" July 1 Investment $ 2500.00 

J. Jones — Capital 
1918 '' 1918 

July 8 Cash $1000.00 " July 1 Investment $34000.00 

28 Mdse. Profit 100.00 

The left side of these asset accounts records increases ; 
therefore, all asset increases are carried to the debit side. 
When an asset is reduced, the reduction is recorded on 
the credit side as a decrease. The difference between 
the debits and credits shows the net condition of the asset 
account. If the debits exceed the credits, the net condi- 
tion of the asset accounts shows the amount of each that 
should be on hand. This net condition may be shown in 
each account at the end of the month by inserting the 
amount thereof on the credit side as a balance item. 
Each of the two sides are now totaled; they will agree 
in amount, one with the other. The balance is then 
brought down as the opening amount as at the beginning 
of the new period. 

If, however, the account carries but one item, a bal- 
ance figure is not inserted. The account remains open 
as it is, since the inserting of a balance, and the bringing 
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down of the balance will not change the figure of the one 
item. If the account carries one item on each side, and 
these balance, it is unnecessary to rule an addition line 
( ) . Merely rule out the account ( == ) . When- 
ever an account balances, it should be ruled off. 

The right side of the liability and proprietorship ac- 
counts records increases; therefore, all increases are 
carried to the credit side. When a liability or the pro- 
prietorship is reduced, the reduction is recorded on the 
debit side as a decrease. 

The "T" Account 

If sufficient examination is made of the skeleton out- 
line of each of the foregoing accounts, each one is seen 
to be in the form of a letter "T," debits being entered 
left of the center line and credits on the right of it. The 
skeleton form is : 



This is an abbreviated form of an account. This rough 
form is used in problem work to set out graphically the 
debits and credits of a ledger account, the standard form 
in all its details being found only on the printed ledger 
page purchased in stationery stores. 

Equilibrium in the Account 

As was stated above, it is sometimes customary to 
equalize both sides of the account at the end of an ac- 
counting period. If the amounts of the transaction in- 
cluded on each side in total are not equal, they must be 
made so. The amount necessary to equalize both sides, 
in the Cash account above, is the balance $9,100, which 
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amount is inserted on the lesser side. It is marked "bal- 
ance ' ' so that it will not be considered as the result of a 
current transaction. By this means the true equation 
is not disturbed. The excess of one side is added to the 
opposite to make the equality. And it is this excess of 
one side over the other, or the total of each side of an 
account, which is considered in maintaining the equili- 
brium of the accounting equation. , 



CHAPTER IV 
THE INVENTORY 

Inventory of Assets 

The methods used for recording assets may be divided 
into two classes : 

1. The method of recording goods, or merchan- 
dise. 

2. The method of recording all other assets. 

The recording of assets other than merchandise is rela- 
tively a simple matter. Each asset account records the 
amount of each asset on hand — at least it should. When 
an asset is purchased, an account therefor is opened. 
When the asset is increased by a subsequent purchase, 
such increase should be recorded in the account. When 
a portion of the asset is sold, the released amount, val- 
ued at cost as already booked, should be entered in the 
asset account as a reduction in the amount of the pur- 
chased quantity. In other words, at any moment of 
time, from an examination of an asset account, one ought 
to be able to determine exactly how much of that asset 
there is on hand at the present moment without being 
required to make a physical inspection of the asset itself 
to determine how much of it is on hand. 

For all practical purposes, this is true. However, 
since there is a gradual unseen daily reduction in the 
value of assets, especially in the case of fixed assets, due 
to what is called "depreciation" — wear, tear, and ob- 
solescence, which daily reduction cannot be taken up cur- 
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rently upon the records as each day passes, the balance 
shown by the asset account usually will be always a little 
larger than the actual amount of such asset on hand as 
determined by physical inspection. 

In view of the fact that such assets do not fluctuate 
violently in quantity and value from day to day (al- 
though as will be noticed later the value fluctuates more 
than the quantity) one need not use for their record a 
form of account other than the standard one, and one 
need not consider the adjustment of the values in such 
accounts until the close of the period. Therefore, this 
phase of the problem is of no consequence at this point. 
The required periodical adjustments will be discussed 
in a later chapter. 

The first method of recording assets (that for mer- 
chandise) is the one requiring discussion at this point, 
because, as concerns such asset, we have a daily rapid 
fluctuation in quantity to keep track of, which requires a 
record that at all times should show the actual amount of 
such asset on hand. This record is an inventory record, 
— a "going" or "perpetual inventory" record it is called. 

A going inventory should record all purchases, all is- 
sues (reductions) of purchases, and the resulting balance 
on hand. It should show at all times the quantity of 
each article on hand. The record may deal with quanti- 
ties only ; if so, it is of a memorandum nature only, kept 
in a book, or on cards, either of which are preserved out- 
side of the books of account and not incorporated in them. 
If the record, on the other hand, deals with both quanti- 
ties and values, it should be carried as part of the books 
of account. 

Record of Quantity or Record of Quantity and Value 

If the inventory record is one of quantity only, each 
article or class of articles is given a page of a book or 
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one card. The page or book contains columns which 
show the following major facts : 

1. Date of purchase 

2. Quantity purchased 

3. Date of withdrawal 

4. Quantity withdrawn 

5. Balance of quantity on hand 

When the record of any one article or class of articles 
shows that only a small quantity remains on hand, that 
quantity is verified by actual count, or by weighing the 
quantity in question. This process of verification may 
take place a number of times during the year ; it usually 
does in a well regulated organization. If such checkings 
show the book record to be fairly accurate, it is unneces- 
sary to ascertain by count or weight the quantity on 
hand at the end of each year to find out one's worth at 
that time as regards this article or class of articles. This 
is truly a marked advantage. By using the book figures, 
one can ascertain quickly his financial condition whenever 
he desires to do so. 

A second advantage to be noted is that with sach a 
record one can see readily when his stock of an article is 
getting low and take the steps necessary to replenish his 
supply before he finds himself totally out of it — some- 
times the latter position is a most embarrassing one in 
which to be caught. 

When a record is maintained both as to quantity and 
value, an account is carried on the books with each article 
or class of articles. This account is charged with the 
quantity purchased or the quantity made, at cost. Each 
and every withdrawal should be allowed only upon proper 
authority, a signed order (called a requisition). The 
withdrawal is credited to the account at cost. The bal- 
ance of the account will show the quantity on hand at 
cost. By providing the record with two columns on each 
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side, one for quantity and the other for value, both the 
balance as to quantity and as to value will be shown. 

Utility of the Perpetual Inventory 

An inventory record should be kept in every concern 
for recording the incomings and the outgoings of every 
asset used in the enterprise. Only by so doing is it pos- 
sible to know how much there is of each asset on hand all 
of the time, or rather, how much there should be on hand. 
If an asset by actual count does not total up to what is 
shown in the record thereof, some part of it has disap- 
peared. If custodianship over the assets most likely to 
disappear is given to a certain person, as over the ma- 
terial purchased for manufacturing purposes, this in- 
dividual can be held responsible for all articles given 
into his possession. Not only should he keep a record of 
them — ^ins and outs — but he should have them protected 
in such a manner, by lock and key, if necessary, that none 
will be taken away except upon proper authority. 

No commercial organization should be without a per- 
petual inventory record in connection with each and every 
asset in its charge. In many instances thousands of dol- 
lars would be saved by its use. An inventory of this 
description is of great importance, also, in case it is ever 
desired to sell the business, especially if the business has 
been continued for a number of years, because the values 
as recorded in the inventory record would seldom, if 
ever, be disputed by a prospective buyer. Close record 
is kept of cash ; cash is just one form of asset. If a care- 
ful record is needed and desired to determine the cash 
balance which should be on hand, it is just as important 
to have a written record to determine the amount of 
each other asset which should be on hand. Such a record 
in fact in this latter connection is often even of more im- 
portance than that for cash. Cash as it comes in may be 
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placed in a certain drawer or box, the latter being small 
and easily guarded. Goods, since they are bulky, must be 
placed in a larger receptacle, a room or a warehouse. 
Many persons have access to them, whereas only one or 
two may have access to the cash. The chance of stealing 
goods without being caught is greater, therefore, than 
stealing cash. Careful watch should be kept over the 
goods, and with proper storerooms and a correctly kept 
stock record, it is a matter of but a short time to know 
absolutely to within a few dollars the amount of merchan- 
dise on hand. 

The perpetual inventory is considered usually in con- 
nection with purchases of materials and supplies. For 
them an inventory form of the kind described will prove 
valuable. Even as concerns the other establishment as- 
sets, such a form may prove to be excellent. However, 
as relates to them, the regular accounts kept on the books 
therefor will be sufficient many times, because these ac- 
counts are, in fact, inventory records of these assets. 

The Inventory Plan in Connection with Purchases and 
Sales 

A concern purchases goods for purposes of sale at a 
profit. Suppose that a merchant bought 10 dining room 
sets at $100 each. The total purchase price is $1,000. 
This would be the value debited to the account carried 
in which to record such purchases. Suppose that 5 sets 
were sold for $900 in cash. In so doing, the merchant 
gave up property which cost him $500 for $900 in cash. 
His profit on the transaction would be $400, which amount 
he could enter as a credit in his net worth or capital ac- 
count. The simple equation for the transaction would 
be: 

_j_ $900 — $500 = -{- $400 
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In determining his profit, this person unconsciously 
reduces the transaction to an equation before it is en- 
tered in his books of account. In fact, he does this for 
every transaction which takes place before any entry 
thereof is made. Whenever in doubt as to the debits 
and credits to make for any transaction, first analyze 
the form of the equation, and then the proper debits 
and credits may easily be determined. 

Suppose that a memorandum is prepared for all the 
purchases and sales of the dining room sets, each sale 
therein being grouped separately. The cost price of the 
various sets is known, and also the sales prices of each 
set. Knowing this, the purchases and sales of each lot 
of goods may be recorded separately. Let the following 
transactions be the basis of the present discussion: 

1. Purchased 10 sets dining room furniture at 
$100 each 

2. Sold 5 sets 

3. Sold 5 sets 

4. Purchased 7 sets at $90 

5. Sold 2 sets 

6. Sold 3 sets 

7. Purchased 15 sets at $150 

8. Sold 8 sets 

9. Sold 4 sets 

The following tabulation may be made for the above: 







Dining 


Room Sets 




Dr 


Cr 


Purchases 


Sales 


No. Sets 


Cost per Set 


Value 


No. Sets 


Cost per Set 


Value 


10 


$100 


$1,000 


5 
5 


$100 
100 


$500 
500 


7 


90 


630 


2 
3 


90 
90 


180 

270 


15 


150 


2,250 


3 

4 


150 
150 


1,200 
600 
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An examination of this form discloses that there are 
on hand at present at cost : 

2 sets @ $ 90 = $180 

3 sets® 150= 450 
5 sets @ cost = $630 

A physical count of the sets on hand should agree with 
this figure. 

The Simple Equation in the Tabulation 

The tabulation presented above shows a detailed 
record of purchases and sales of a certain class of goods 
or articles — dining room sets. Both the quantities sold 
and the quantities purchased have been entered at cost, 
not sales, price. The left hand columns and the right 
hand columns contain the components of two simple sim- 
ilar equations, one for quantity and one for value : 

+ 32 sets — 27 sets = 5 sets 
+ $3880 — $3250 = + $630 

These figures are the same as those required to make up 
an asset account upon the ledger. 

The tabulation, therefore, shown in the last section 
is a record of debit and credit values the same as an ac- 
count. The sets were purchased first for $100 each and 
when these first sets were sold, the value given up on each 
set amounted to $100, no more. A debit was made to 
this goods account in the amount of $1,000, when the 10 
sets were bought, and when these 10 sets were sold, re- 
gardless of what the sales price might have been, only a 
credit of $1000 could be made — the cost value. The sales 
price, whether above or below cost price, has no connec- 
tion of any kind with the asset account ; so far as the asset 
account is concerned, cost price and sales price are not 
related one to the other. 
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First Plan of Determining Cost Price 

Referring again to the goods tabulation chart for 
dining room sets, let ns analyze the facts tEereon re- 
corded. The purchases were as follows : 

10 sets at $100 

7 sets at 90 

15 sets at 150 

If one examines the sales, he will find that part of lot 3 
was sold before all of lot 2 was disposed of. By keeping 
each lot purchased separate one from the other and as- 
certaining from which lot eaoh sale has been made, the 
cost value of the sets sold may be determined quickly. 

In the case under question, this separation is not diffi- 
cult to make, and is easily recorded. But suppose that 
instead of dining room sets we were dealing with coal, oil, 
or loose grain. In this latter case it would not be prac- 
ticable to keep an account of each separate lot received. 
All oil of a certain kind and grade would be placed in 
one tank, no attention being paid to differing purchase 
prices. After a short period of time the tank might con- 
tain oil which cost a half dozen different prices. There- 
fore, under such circumstances some method of deter- 
mining the cost of sales made must be devised other than 
the one just mentioned. 

Practically, this first plan of costing is of limited ap- 
plication. 

Second Plan of Determining Cost Price 

Since the first plan will not work well in determining 
the cost of oil sold, because oil purchases costing a half 
dozen different prices have been poured into one tank, 
let us see how the average cost plan will apply. 

The basis of the discussion will be the following trans- 
actions : 
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1. Purchased 100 gal. oil at 20c 

2. Recorded sales of 100 gal. oil at average cost 

3. Purchased 200 gal. oil at 15c 

4. Recorded sales of 50 gal. oil at average cost 

5. Recorded sales of 100 gal. oil at average cost 

6. Purchased 200 gal. oil at 25c 

7. Recorded sales of 75 gal. oil at average cost 

8. Recorded sales of 100 gal. oil at average cost 

9. Purchased 150 gal. oil at 20c 

10. Recorded sales of 25 gal. oil at average cost 

11. Recorded sales of 100 gal. oil at average cost 

These transactions may be set up in the following tabu- 
lation : 

Oil 



Dr Cr 
Purchases " Sales 


Gallons 


Cost 


Value 


Average 

Cost 
On Hand 


Gallons 


Average 

Cost 


Value 


100 


$.20 


$20.00 


$.20 


100 


$.20 


$20.00 


200 


.15 


30.00 


.15 


50 
100 


.15 
.15 


7.50 
15.00 


200 


.25 


50.00 


A .23 


75 
100 


.23 
.23 


17.25 
23.00 


150 


.20 


30.00 


B .21 


25 
100 


.21 
.21 


5.2.=! 
21.00 






$130.00 








$109.00 



A. Amount on hand : 

Old— 50 gal. @ $ .15 cost = $ 7.50 
New— 200 " @ .25 " = 50.00 
■250 " $57TO 

Average cost = $.23 per gal. 

B. Amount on hand: 

Old— 75 gal. (3) $.23 cost = $17.25 
New — 150 " @ .20 " = 30.00 



225 " 
Average cost = $.21 per gal. 

Total Dr. $130.00 
Total Cr. 109.00 



$47.25 



$ 21.00 



78 ACCOUNTING— PRINCIPLES AND PRACTICE 

There are on hand 100 gallons of oil at the average cost 
of $.21 per gallon, totaling $21.00. 

The purchase price of the oil in the first transaction 
■was $.20 a gallon. Therefore, $.20 was the average cost 
price at which oil from the first lot sold. The entire lot 
was sold before more oil was purchased. In transaction 
number 3, oil was bought for $.15. Since no oil was on 
hand when this purchase was made, the average cost was 
$.15, and transactions 4 and 5 were recorded at that price. 
At the conclusion of these two last transactions, 50 gal- 
lons of oil remained on hand at an average cost of $.15. 
However, before any more was sold another purchase 
was made— 200 gallons at $.25. The tank now holds 250 
gallons of oil, which cost $57.50. The average cost there- 
fore, is found by dividing $57.50 by 250, which gives $.23 ; 
this is a weighted average cost. 

This figure could not be secured by taking the price of 
the old lot, $.15, and adding to it the price of the new, $.25, 
dividing the sum by 2. $.20 is the average of the two 
prices, but not the average cost. The two lots differ in 
quantity one from the other. If the quantity of each 
were the same, then the average cost would be $.20. 

This second plan of determining the cost price of 
articles sold is practical, except that it involves consider- 
able clerical work to secure the new average whenever 
each new purchase is made. 

Third Plan of Determining Cost Price 

Two plans of figuring goods inventory costs have been 
presented. A third plan is available also, a plan which 
uses the oldest cost first. The consideration of this 
method is based upon the transactions used with plan 
two. 

The first sale was of the entire amount of oil pur- 
chased as recorded in transaction number 1. The next 
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Purchases 


Balance 


Sales 


Gallons 


Cost 


Value 


Gallons 


Value 


Value 


Cost 


Total 
Gallons 


Gallons 


1 


2 


3 


8 


9 


7 


6 


5 


4 


100 


$.20 
.15 

.25 
.20 


$20.00 
30.00 

50.00 
30.00 


200 
150 
50 
250 
200 

175 
75 
225 
200 
150 

100 


$30.00 

22.50 

7.50 

57.50 

50.00 

43.75 
18.75 
48.75 
42.50 
30.00 

20.00 


$20.00 

7.50 
15.00 

7.50 

6.25 
25.00 

6.25 
12.50 

10.00 


$.20 

.15 
.15 

.15 

.25 
.25 

, -25 
.25 

.20 


100 


100 


200 
200 


50 
150 

200 


50 
100 

50 


150 


25 
125 

150 
200 


25 
100 

25 
50 




50 


50 


650 




$130.00 


100 


$20.00 


$110.00 






550 



Dr. 650 gallons cost $130.00 
Cr. 550 gallons cost 110.00 



100 gallons, cost $ 20.00 

purchase was 200 gallons at 15 cents. The balance on 
hand, therefore, was 200 gallons at 15 cents, total value, 
$30.00. The next sale, 50 gallons, was out of the lot of 
200 gallons just purchased. This purchase cost 15 cents ; 
therefore, the 50 gallons sold was at that cost figure. 

The next sale was 100 gallons. The oldest oil on hand 
cost 15 cents per gallon, being the balance of the 200 gal- 
lons purchased at that price. The 15 cents is, therefore, 
the price used. The two sales, this one plus the last one, 
add up to 150 gallons. This figure is carried to column 
5, and indicates that the total sales to date of 15 cent 
oil equal this figure — 50 gallons. 50 gallons out of the 
200 gallons still remain to be sold. 

The next transaction is a purchase of 200 gallons of 
oil at 25 cents per gallon. However, 25 cents cannot be 
used as the figure at which to charge out oil now sold 
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until the 50 gallons remaining from the last purchase 
have been sold, the charging out price of which is 15 cents. 
Transaction 7 is a sale of 75 gallons of oil. 50 gallons 
of old stock at 15 cents are on hand. Therefore, this 
quantity must be used up in filling the 75 gallon sale be- 
fore the new stock may be used. Transaction 8 is a sale 
of 100 gallons which cost 25 cents per gallon. Transac- 
tion 9 is a purchase. There remain on hand 75 gallons of 
old stock worth 25 cents per gallon. Therefore, the pur- 
chase of 150 gallons plus 75 gallons equal 225 gallons now 
on hand. Transactions 10 and 11 are sales. Transac- 
tion 10 is a sale from old stock and number 11 one from 
both old and new stock. 

Use of the Columns on the Form 

The form presented above is divided into three main 
divisions — purchases, sales, and balances. The balance 
section has been inserted in the middle in order that the 
value columns may be as near each other as possible. 
This arrangement permits of ready comparison. The 
same reasoning applies to the sales section in which the 
order of columns is from right to left instead of in the 
usual way from left to right. Every inventory form 
should be separated into three parts. The ordinary 
form, however, which one finds in practice is, as a rule, 
one upon which the sections run from left to right — pur- 
chases, sales, balance. 

The total column under the sales division shows at 
a glance the total amount sold out of a particular pur- 
chase, or lot. As each oldest lot on hand is sold out, a 
line is drawn under the last figure in the total column. 
This last figure agrees with the purchase total applying 
to the same lot. 

The columns in the balance section show, after each 
purchase or sale, the balance of material on hand and the 



THE INVENTORY 81 

cost of this balance. The balance section is really the 
only characteristic feature which distinguishes this form 
from either of the two previous ones, and is responsible 
for giving the name "going," "running," or "per- 
petual" inventory to the form. 

This third form, to be usable in commercial establish- 
ments, should contain columns for dates of purchases and 
sales, and columns, one for the invoice number (for pur- 
chases), and one for the requisition number of the order 
calling for the delivery of goods from stock to the cus- 
tomer. 

Invoice 

The term "invoice" used in the last paragraph of the 
last section needs to be defined. Often the term is used 
interchangeably with that of "bill." The better prac- 
tice is to confine the use of the term "invoice" to the docu- 
ment that is sent by the seller to the buyer in which is 
described the merchandise which the buyer has pur- 
chased. Therefore, an invoice is a list of incoming items 
of merchandise with prices attached, and not necessarily 
a claim for an amount due. By use of the invoice, the 
buyer checks the actual quantities of goods received, 
compares the amounts and prices with his records and 
ascertains that the statement of what he has received and 
what he has to pay are correct. After an invoice has 
been approved as to these numerous points, it- becomes 
the basis of the purchaser's bookkeeping records. 

Material Received 

The perpetual inventory should be considered further 
in a brief manner in connection with purchases Of ma- 
terial. All purchases of material should be charged to 
a ' ' Stores ' ' account in the ledger. This is especially true 
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when a cost system is maintained. It should be true un- 
der any proper system of accounts. 

After being charged to a stores account on the ledger, 
stock records should be kept with each size and kind of 
material items. This stock record shows quantities re- 
ceived, dates, unit cost, quantities issued or used and 
balance on hand. Such information may be kept either 
on cards or in loose leaf books. This stock record should 
be kept in the office by an employee who is. not in any 
way identified with the stock room, because by so keep- 
ing it, an efficient check may be secured on the physical 
stock in the storeroom. If more than one storeroom is 
used, a separate set of stock records may be kept with 
the contents of each room. And for each such set there 
should be carried in the ledger a separate stores account, 
the balance of which account should always agree with 
the balance drawn from the detailed stock record, and 
with the actual goods on hand in the storeroom controlled 
by such detailed record and the controlling account upon 
the ledger (the stores account). 

After verifying the actual stock on hand, and check- 
ing that amount with records kept of it, should any dif- 
ference be found existing between the records and quan- 
tities actually on hand, these differences should each 
be thoroughly investigated and the proper adjusting en- 
tries made, if necessary, to bring all three totals into 
agreement. 

When material comes into the establishment it should 
be recorded by the receiving department on receiving 
slips, at least two copies of which should be made. These 
two copies are sent to the purchasing department, one to 
be attached to the purchase invoice, and the other to be 
priced and sent to the person in charge of the stock 
record. This latter individual enters on the stock records 
the date, the quantity received, and the unit cost. 
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Material Issued 

All material which is to be used for purposes of pro- 
duction or of expense, or of sale, should be drawn from 
the storeroom on a stores order or requisition (proper 
authority for the drawing), the form of the order or 
requisition showing the date, the department drawing 
it, the account or production job to which it should be 
charged, the article, quantity, cost, by whom ordered, and 
by whom received. 

These requisitions are taken by the storekeeper and 
turned over to the keeper of the stock records (who may 
be himself) for entry thereon. Once a month these 
requisitions should be given to the bookkeeper for sum- 
marization and entry into the accounts affected which are 
carried on the ledger. 

Sometimes part of the material which has been is- 
sued upon a properly authorized requisition is to be re- 
turned to the storeroom. Careful records of these re- 
turns should be kept so that the proper accounts may 
receive correct entries therefor. 

The Merchandise Account 

In a trading enterprise the merchandise account shows 
the profit or loss from the purchase and sale of merchan- 
dise. When this account is kept as a single account it 
contains usually the following items : 

Merchandise 

Debits : Credits : 

1. Inventory at the beginning of 1. Sales of merchandise during 

period period 

2. Purchases of merchandise dur- 2. Returned purchases 

ing period 3. Allowances on purchases 

3. Freight, cartage, and other 4. Inventory at close of period 

charges on purchases and 
sales 

4. Returned sales 

5. Allowances on sales 
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The balance of this account, if a credit, shows the profit 
on merchandise sales before the expenses of the business 
are deducted. This profit is known as "gross profit." 
If the account shows a debit balance, it represents gross 
loss. 

Subdivision of the Merchandise Account 

Unless the business is small, the merchandise account 
as described above is seldom found. Instead, the various 
elements relating to purchases, sales, return purchases, 
return sales, allowances on purchases, allowances on 
sales, etc., are carried in separate accounts. These sep- 
arate accounts are about as follows, being subdivided 
further than indicated as the business increases in size : 

POBCHASES 

Debits : Credits : 

1. Purchases of merchandise at 1. Returned purchases 

cost 2. Allowances on purchases 

2. Freight, cartage and other 

charges thereon 

The balance of this account should be a debit, the amount 
of which is closed into the trading account. 

Sales 
Debits : Credits : 

1. Freight out and other charges 1. Sales of merchandise at sell- 

on sales ing price 

2. Returned sales 

3. Allowances on sales 

The balance of this account should be a credit, the amount 
being closed to trading. 

INVENTOEY 

Debits : Credits : 

1. Inventory of merchandise at 1. An amount equal to the inven- 

close of the accounting tory at the close of the pre- 

period. vious period already standing 

as a debit to this account 
being the closing inventory 
of the preceding period. 

The balance of this account should be a debit ; it is an 
asset and should be carried as such. 
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Trading 

Debits : Credits : 

1. Balance of Purchases account 1. Balance of Sales account at 

at close of period close of period 

2. Inventory at end of previous 2. Inventory at end of present 

period period 

The balance of this account, if a credit, shows the gross 
profit from trading. If the balance is a debit, it shows 
gross loss from trading. The balance is carried into the 
profit and loss account. 



CHAPTEE V 

DOUBLE ENTRY BOOKKEEPING. THE 
CLASSIFICATION OF ACCOUNTS 

Double Entry Defined 

Double entry bookkeeping has been defined already 
in Chapter II, under the section headed "Single Entry 
Bookkeeping." No definition as yet put forth by any 
author has proved satisfactory to all persons. 

Single entry is interested only with transactions with 
persons. It does not concern itself, therefore, with 
values representing sums of money invested in the busi- 
ness for permanent fixtures — the fixed assets. Reliance 
on the inventory taken at the end of the period is the big 
factor in evidence to ascertain at that time how much 
cash, land, building, etc., are on hand. The only real 
thing of importance is to ascertain the profit at the end of 
the period, and whether the present worth has increased 
or decreased, and to .what amount between periods. On 
the other hand, double entry makes a complete two-way 
record of each and every transaction, expressed in dol- 
lars and cents, regardless, of what the transaction may 
be. Double entry not only mirrors and photographs the 
financial facts, but it explains why they are as they are 
— the cause and effect and the consequent result. 

The Ledger 

The principle of double entry is summed up admirably 
in its name, for it implies a double record of each business 
transaction ; each transaction eventually is entered twice 
in the accounts which are affected thereby, these accounts 

86 
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being; kept together in a book which is called a ''ledger." 
The ledger now, as always, is the recipient eventually 
of all the entries relating to business transactions, re- 
gardless of how such transactions may arise and of how 
they have been temporarily recorded, pending their 
disposition to and distribution to the ledger. In this 
respect time has not touched the ledger, the effect of time 
being seen only in connection with the methods used in 
tenjporarily keeping track of the business transactions 
as they occur. This phase of the matter will be touched 
upon later. 

If a merchant sells goods for $10 cash, it is evident 
his stock of cash has been increased and his stock of mer- 
chandise decreased. The effect of the transaction, there- 
fore, may be considered positive as regards cash and 
negative as regards merchandise. Since double entry 
bookkeeping records this two-fold effect, it is necessary 
to have something in the way of a permanent record upon 
which each transaction may be entered. This, as noticed 
above, is the ledger account. 

A ledger account may be defined as a statement show- 
ing on the one hand all the positive (increasing) effects 
on the subject of the account, and on the other hand all 
the negative (decreasing) effects on the subject of the 
account, due to the transactions which have occurred 
during a given period. These accounts in the aggregate 
form the ledger. Therefore, the ledger shows the ac- 
counts relating to a series of business transactions in 
which the transactions are analyzed and recorded so as 
to show the effect of each transaction individually and 
the effect as a whole group. This makes the ledger the 
essential record in bookkeeping, and when its functions 
have once been grasped properly, the use of any of the 
other books found in an accounting system will be under- 
stood readily and clearly. 
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The Two-fold Effect of a Business Transaction Reviewed 

It is a fact, and an obvious one, that a business trans- 
action has two sides. On the one hand it affects the 
particular trader whose books are the subject of con- 
sideration, at the moment, and the other as it affects the 
person he is dealing with. Apparent exceptions may be 
noticed if sufiScient inquiry is made, but that does not 
affect the general truth of the statement or its practical 
utility. 

Suppose Jones sells $100 worth of merchandise to 
Smith on credit. To the extent of this sale, Jones be- 
comes the creditor of Smith, while Smith becomes the 
debtor of Jones. These are facts, irrespective of what- 
ever entries may or may not be made in the books either 
of Jones or Smith. As Jones has parted with merchan- 
dise, and has at the moment received nothing in return 
(being content with the fact that Smith is indebted to 
him), common prudence causes Jones to keep some writ- 
ten record of the transaction. However simple the entry 
may be, it is putting in writing that which, if Jones put in 
words, in effect, he would express as follows : 

Smith is my debtor for $100. 

He would doubtless add particulars as to the merchandise 
which made up the $100. However, the same idea could 
be expressed : 

I am a creditor of Smith for $100. 

Double entry expresses both ideas. It assumes that 
these transactions shall be posted twice in Jones' ledger, 
— once to the debit of Smith, and once to the credit of 
Jones. In practice, however, as will be explained later, 
the latter account never is called "Jones" simply, but is 
called "merchandise account" or "sales account" or 
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some such name. But whatever the name, the account 
may be considered as Jones in some disguise. 

Smith on his part, for the purpose of his books, would, 
if he recorded the transaction, express the following idea : 

Jones is my creditor for $100. 

He could, however, put it this way : 

I am Jones' debtor for $100. 

And if he kept his books on the double entry plan, he 
would give effect to both ways of putting it, by crediting 
Jones' account in his ledger, and by debiting himself, 
only he would not call the account which he debited by 
his own name, but would probably call it "merchandise 
account" or "purchases account." 

Turning again to the ledger of Jones, the transaction 
would be entered therein twice, as before stated, — once 
to the debit of Smith, and again to the credit of Mer- 
chandise or Sales (Sales preferred). 

A little reflection will show that this principle can be 
applied to every transaction. Obviously, the purchase of 
goods can be treated similarly when a seller purchases 
goods instead of sells, the entries being the reverse of 
those necessary in the case of a sale. The same is true, 
for example, with cash. Suppose that Brown pays Hill 
$50 that he owes him. The receipt by Hill of this sum 
makes Brown a creditor for this amount, and therefore 
makes Hill his debtor. 

It should be noticed with reference to the statement 
that Brown thus becomes a creditor for $50, that it is well 
to deal with one thing at a time. Many persons reading 
the statement rapidly would insist that Brown did not 
become a creditor by paying $50, on account of the fact 
that he was already a debtor for that sum, and that the 
payment only canceled his indebtedness. However, the 
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whole transaction from Hill's point of view — ^perhaps the 
selling of merchandise to Brown for $50, and later getting 
paid for it, — is really made up of two transactions, one 
of which made Brown a debtor for $50, while the other 
made him a creditor for $50. These two transactions 
being placed against each other cancel each other, but in 
reality they are quite distinct. The transaction would be 
entered twice on the ledger of Hill, as relates to the 
cash payment, — a debit to cash and a credit to Brown. 

To recapitulate : Every transaction must be recorded 
from two viewpoints, as has been stated — its effect on 
the assets and liabilities and its effect on the proprietor- 
ship element. Asset accounts are debit accounts, normally 
having debit balances, and liability accounts are credit 
accounts with credit balances. Expense accounts repre- 
senting reductions in proprietorship are debit accounts, 
and income accounts representing increases in proprietor- 
ship are credit accounts. It should be remembered, too, 
that in certain instances, transactions require merely a 
transfer entry, a transfer from one account to another 
without affecting the fundamental classes. 

The Application of the Double Entry Principle to a Series 
of Transactions 

Just what is meant by the doctrine that "every debit 
must have its credit"? Who says that there must be a 
debit for every credit? It is because double entry is the 
exponent of equilibrium. The fact that books are in 
balance or in harmony is fundamental. Double entry 
does not express sufficiently by the words used the idea 
that should be conveyed. It is rather the two points of 
view that are desired; the explanation of certain finan- 
cial transactions, a record of which is desired. 

At the very start of opening the books for double en- 
try, certain assets must be entered upon the books, and as 
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a deduction from their aggregate value there are certain 
debts. If the balance between these two were repre- 
sented by a weight and was not added, the books would 
be out of balance. Therefore, a capital account is needed 
which represents the total of that balance to bring out 
the equilibrium and harmony that has been spoken of. 
At least three classes of entries will be met with in addi- 
tion to the starting of the books in perfect harmony or 
balance in subsequent events. 

The first is an exchange of an asset, one asset for 
another asset, or the paying off of a debt by the use of 
an asset, such as cash or notes receivable. Here there 
are two sides, one supplementing the other or explaining 
the transaction, such as cash paid for a building. The 
acquisition of the building, worth $5,000, is explained as 
being caused by the outgo of cash, $5,000 ; this makes the 
perfect equilibrium in the entry: 

Dr Buildings $5,000 

Cr Cash $5,000 

Or if a debt owed is paid, the debt is debited and cash 
credited for the payment. While this is a financial trans- 
action, it can hardly be called a business transaction 
because the element of gain or profit for which a man 
enters business does not obtain. 

Second : The use of the capital invested in the trans- 
action of business, such as the selling of merchandise at 
a profit. Third: The rendering of service which brings 
in a profit or which causes a loss, as a result of that 
service. 

The second and third items represent ' ' doing business ' ' 
and for each receipt of cash, say for goods sold or services 
rendered, there rOjUst be some explanation equal in its 
value. The financial fact and its explanation are the two 
points of view that have been referred to already. Un- 
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less each is complete in itself, there is not perfect harmony 
or balance. 

The following series of transactions is used as a basis 
for the discussion of the application of the double entry 
principle as it has thus far been developed : 

1919 

Jan. 2 Jones commenced business with a cash capital of $2,500 
" 2 Bought merchandise from Smith & Co., $540. Infreight and 

cartage paid in cash, $15 
" 5 Sold merchandise to Brown, $480 (Cost $400) 

7 Bought merchandise from Hill & Co., $645 
" 8 Salaries paid in cash, $10 

" 9 Sold merchandise to Alton & Co., $535 (Cost $500) 
" 10 Received check from Brown, $408 (Discount $12) 
" 10 Paid to Smith & Co. by check, $513 (Discount $27) 
" 12 Paid one month's rent in cash, $40 
" 15 Salaries paid in cash, $10; office expenses paid, $7 
" 17 Sold merchandise to Huber, $320 (Cost $300) 
" 22 Salaries paid in cash, $10; oHice expenses paid, $5 
" 25 Paid Hill & Co. by check, $513 (Discount $32) 
" 19 Merchandise returned to Hill & Co. as unsatisfactory, $100 
" 21 Jlerchandise returned by Huber as unsatisfactory, $50 (Cost 

value $47 ) 
" 26 Received check from Alton & Co., $520 (Discount $15) 
" 29 Salaries paid in cash, $10; office expenses paid, $5 

Basic Financial Statement 

As has been explained, every business transaction in- 
volves two entries, one a debit, the other a credit. In 
other words, each transaction must be made the subject 
of a double entry. When these transactions are entered 
correctly in the ledger, the result is bound to be that the 
aggregate total of the debit postings must equal the ag- 
gregate total of the credit postings. In this manner, an 
automatic check on the correctness of the work is secured. 

The first transaction analyzed gives the following : 

Dr Cash 

Cr Capital, Jones 

In accordance with what has been said already, it is neces- 
sary to establish a starting point. This is done by setting 
up a statement of assets and liabilities, the assets on the 
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left displayed in opposition to proprietorship on the 
right, agreeing with the basic statement or equation that 
"Goods = Proprietorship." 

JOHN JONES 

STATEMENT OF ASSETS AND LIABILITIES 

as at January 2, 1919 

Assets Liabilities and Capital 
Cash $2,500 Capital, J. Jones $2,500 



When this statement has been prepared, the contents 
must be posted to the proper ledger accounts : 

Cash 
1919 
Jan. 2 Capital 2500.00 

Capital — Jones 

1919 

Jan. 2 Cash 2500.00 

The cash account has been debited, and the proprietor- 
ship account has been credited. The total debit equals 
the total credit. The ledger, also, is now in accord with 
the facts shown in the basic statement. 

Everything is now ready to have the accounts indicate 
business condition and progress by recording in the 
ledger the transactions that have taken place during the 
month of January, a specified period of time, — the ac- 
counting period. 

Increase of an Asset : Purchase 

On January 2, merchandise was purchased from Smith 
& Company for $540. This transaction analyzed gives 
the following : 

Dr Merchandise (asset account) 

Cr Smith & Co. (liability account) 

Smith & Co. is now a creditor of Jones to the extent of 
$540, and Jones is debtor to Smith & Company to the 
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extent of the same amount. Since the books of Jones 
are kept on the double entry plan, effect must be given 
to both ways of stating the transaction. Jones would 
credit Smith & Co. in his ledger, and would debit mer- 
chandise account (or purchases). 

The asset of merchandise has been received ; therefore, 
the merchandise account should be increased (debited) 
that amount. Some other asset has not been given in 
exchange; therefore, an asset account should not be 
credited. The total worth (proprietorship) of Jones has 
not been increased, because by receiving the merchandise 
Jones has become indebted to Smith & Company, who 
have, on account of the transaction, a claim against Jones 
for the amount of $540. Therefore, since there are three 
possibilities to select from, two of which have been elimin- 
ated, the third and last must be the possibility to make 
use of, namely, that a liability account (Smith & Com- 
pany) should be credited for $540. Each and every in- 
crease of an asset, then, must be examined in the way 
suggested, an 

Increase of assets (Dr) must be offset by 

Decrease of assets ( ) 

Increase of liability, or (Cr) 
Increase of proprietorship ( ) 

Increase of Liabilities : Going Into Debt 

Further consideration must be given to the transaction 
of January 2 — the purchase of merchandise from Smith 
& Co., for $540. This transaction has been considered 
already from the point of view of the asset acquired there- 
under. Looking at it from the second possible viewpoint, 
it must be considered also from the standpoint of the 
effect it has upon the indebtedness of Jones. 

B^ the purchase of merchandise, Jones ran into debt 
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to the amount of $540, because he gave Smith & Company 
his promise to pay them $540 some time in the future. 
An increase of a liability is the same in effect as a de- 
crease in assets. Therefore, an 

Increase of liabilities (Cr) must be offset by 

Increase of assets ( ) 

Decrease of liabilities, or (Dr) 
Decrease of proprietorship ( ) 

On account of the fact that the last two possibilities are 
eliminated, the first one is the only one possible to use, 
and is, as stated above, that an asset account (Mer- 
chandise) should be debited $540. 

Decrease of an Asset : Sale 

On January 5, merchandise which cost $400 was sold 
to Brown for $480. This transaction analyzed gives the 
following : 

Dr Brown (asset account) 

Cr Merchandise (asset account) 

Capital, Jones (proprietorship account) 

Jones is now a creditor of Brown to the extent of $480, 
and Brown is a debtor of Jones to the extent of the same 
amount. On the double entry basis, effect must be given 
to both ways of stating the transaction. Jones would 
debit Brown in his ledger for $480 ; and he would credit 
merchandise account for $400, and capital account for 
$80. 

The asset of merchandise has been decreased by the 
amount of the value thereof, $400. Therefore, the mer- 
chandise account should be decreased that amount (cred- 
ited). The transaction has not decreased any liability. 
The total net worth (proprietorship) has not been de- 
creased because Brown has agreed to pay for the 
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merchandise given to him. Likewise, here, two possi- 
bilities are now eliminated, leaving but one which must 
be the one to make use of, namely, that an asset has come 
into the business, — the promise of Brown to pay (an 
account receivable), — and that an asset account reflecting 
this fact must be debited. Each and every decrease of an 
asset, then, must be examined in the way suggested, a 

Decrease of assets (Cr) must be offset by 

Increase of assets ( ) 

Decrease of liabilities, or (Dr) 
Decrease of proprietorship ( ) 

Decrease of Liabilities : Getting Out of Debt 

On January 10, Jones gave Smith & Company a check 
for $513 which paid his indebtedness to them in full, $540. 
In other words, upon payment he received a discount of 
$27 from the actual amount owned, possibly because he 
paid up before the time limit had expired within which 
to do so. 

By the payment of this amount, Jones got out of the 
debt of Smith & Co., entirely. Such payment was effected 
by parting with an asset (cash). Therefore, upon 
analysis we have the following : 

Dr Smith & Co. 
Cr Cash 

Proprietorship 

A credit exists already upon the ledger in favor of Smith 
& Co. for $540. If Jones got out of their debt entirely 
by the payment of a lesser sum, he must nevertheless 
offset the existing credit by a corresponding debit amount 
of $540. Jones credits his asset account of cash with 
$513. The difference, $27, evidently is an increase in 
proprietorship, because his liability was reduced $27 
without 
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A decrease in assets, or 
A decrease in liabilities 

leaving only the third possibility to answer the question. 
Each and every decrease of a liability may be stated 
thus : 

Decrease of liabilities (Dr) must be offset by 

Decrease of assets ( ) 

Increase of liabilities, or (Cr) 
Increase of proprietorship ( ) 

Increase of Proprietorship : Sale 

Since Brown promised to pay Jones $480, and since 
Jones debited him on account of the fact that he con- 
sidered his promise to be an asset, Jones should reach 
the conclusion that he should debit Brown likewise for the 
$80. No facts controvert this assumption. Therefore, 
the total debit to the account with Brown on the ledger of 
Jones is $480, as first indicated. The question now is 
what account to credit for $80 so that the equilibrium may 
be maintained. Jones sold $400 worth of goods for $480. 
The $80 represents a profit. Jones has increased his 
wealth in the form of more assets — that of an account 
receivable. Therefore, he has increased his proprietor- 
ship interest in the business. An increase of proprietor- 
ship must be recorded on the same side as the balance 
which it follows. Therefore, the proprietorship account 
should be credited for the amount of the profit, $80. In 
the terms of our opening assumption, 

Dr Brown $480 Cr Merchandise $400 

Capital, Jones 80 

While considering proprietorship, it is well to find out 
all the methods leading to an increase therein. Wealth 
may be increased by securing more assets than one has or 
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by reducing some of his liabilities. Both of these require- 
ments necessitate debit entries. An 

Increase of proprietorship (Cr) must be offset by 

Increase of assets ( ) 

Decrease of liabilities (Dr) 

Decrease of Proprietorship: Outlay Without Tangible 
Return 

On the 8th of January salaries were paid in cash, $10. 
Cash, an asset, was given for services without any tan- 
gible return. This is called outlay, an expense of doing 
business. Of course, there is a return, but it cannot be 
listed among the assets, any more than can one's skill 
be listed as an asset. The result is but a reduction from 
Jones' net wealth — his proprietorship. Such an outlay, 
in accounting parlance, is called expense, or cost, or loss. 

Decrease of proprietorship (Dr) must be offset by 

Decrease of assets ( ) 
Increase of liabilities (Or) 

Goods Returned 

Many times Jones would not find that the goods re- 
ceived corresponded exactly to what he wanted and he 
might, therefore, wish to return part or all of the goods 
to the persons from whom he purchased them. Some 
means are therefore necessary to record such facts, that 
goods once purchased — or perhaps sold — had been re- 
turned. It is likely to be necessary to make such returns 
both to firms from whom goods have been purchased and 
to accept them from individuals who have purchased 
from Jones. The wrong goods may have been shipped, 
goods may arrive in an imperfect condition, or returns 
may be made for some other reason. 

Hill & Company sold goods to Jones worth $645, which 
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gave rise to a debit entry of $645 in the merchandise 
account and a credit entry in the account with Hill & 
Company. A few days after receipt of the goods, some 
prove to be unsatisfactory. The blame has been fixed 
upon Hill & Co. This practically reduces the amount of 
goods received from Hill & Co. The whole amount has 
been entered as a debit to merchandise (account) ; there- 
fore, this item is entered on the credit side as offsetting 
the quantity of goods represented by the total entry on 
the debit side. The entry, also, may be made as a credit 
to purchases returns and allowances account, instead of 
to merchandise account, the ultimate effect being the 
same in either case. 

Dr Hill & Co. 

Cr Merchandise (Purchases Returns and 

Allowances) 

In the case of Huber, the process would be reversed. 
Huber, evidently became dissatisfied with certain items of 
the shipment made to him and consequently returned 
some of them to Jones. Jones would look over the 
return to see if it were damaged to the extent as alleged 
by Huber. Then he would have to make an entry for 
the same in his records. In this connection it would be 
necessary for Jones to determine the exact value of the 
return since it contains an element of profit that must 
be eventually eliminated. Assume the returned goods 
amount in original value to $47, at sales price $50. 

Dr Merchandise $47 

Capital 3 

Cr Huber $50 

The stock of merchandise has been increased by the 
amount of goods returned while the claim on Huber has 
been reduced by the sale value of the goods returned. 
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Ledger Accounts for a Series of Transactions 

Keeping in mind what has been said above, the ledger 
transactions given in account form are as follows. For 
each entry the offsetting tendency is indicated. 



1919 
Jan. 



8 Salaries — cash . . 
10 Brown — discount 

12 Cash— rent 

15 Salaries — cash . . 
15 Office exp. — cash 

21 Returns — Huber 

22 Salaries — cash . . 
22 Office exp. — cash 
26 Alton — discount . 
29 Salaries^ — cash . . 
29 Office e.xp. — cash 



Capital — Jones 

1919 
$10.00 Jan. 2 Cash 



12.00 
40.00 
10.00 

7.00 

3.00 
10.00 

5.00 
15.00 
10.00 

5.00 



5 Brown — sale . . . . 

9 Alton — sale ... 
10 Smith — discount 
17 Huber — sale . . . . 
25 Hill— sale 



.$2,500.00 
80.00 
35.00 
13.00 
20.00 
32.00 



Cash 

1919 1919 

Jan. 2 Capital $2,500.00 Jan. 

" 10 Brown 468.00 

" 26 Alton 520.00 



2 Merchandise $ 15.00 

8 Salaries — capital . . 10.00 

10 Smith 513.00 

12 Rent — capital 40.00 

15 Salaries — capital . . 10.00 

15 Office exp. — capital. 7.00 

22 Salaries — capital . . 10.00 

22 Office exp.- — capital. 5.00 

25 Hill 513.00 

29 Salaries — capital . . 10.00 

29 Office exp. — capital. 5.00 



MERCHANDISE 

1919 1919 

Jan. 2 Smith $540.00 Jan. 5 Brown $400.00 

" 2 Infreight and cartage 15.00 " 9 Alton 500.00 

" 7 Hill 645.00 " 17 Huber 300.00 

" 23 Returns— Huber , . . 47.00 " 19 Returns — Hill 100.00 

SMITH & COMPANY 

1919 1919 

Jan. 10 Cash and discount .$540.00 Jan. 2 Merchandise $540.00 



1919 

Jan. 5 Merchandise 



BROWN 

1919 
.$480.00 Jan. 10 Cash and discount. .$480.00 
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HILL & CO. 

1919 1919 

Jan. 19 Returns $100.00 Jan. 7 Merchandise $645.00 

" 25 Cash and discount. 545.00 



ALTON & CO. 

1919 1919 

Jan. 9 Merchandise $535.00 Jan. 26 Cash and discount. .$535.00 



HUBER 

1919 1919 

Jan. 17 Merchandise $320.00 Jan. 21 Returns $350.00 

Debit and Credit Schedule — Summary 

If the classes of debits and credits found in the above 
transactions are analyzed, bearing in mind the customary 
distinction between debit and credit, and the fact that 
each transaction has been considered from a double point 
of view, — that of cause and effect, — one should notice that 
in determining the debit and credit to be applied to any 
transaction he consciously or unconsciously, in the light 
of the basic equation, applies the following key to the 
transactions under consideration : 

Debit: Credit: 

1. Increase of assets 1. Decrease of assets 

2. Decrease of liabilities 2. Increase of liabilities 

3. Decrease of proprietorship 3. Increase of proprietorship 

An examination of this key or schedule shows that one 
needs to remember and apply only six simple basic rules 
in order to separate properly any business transaction 
into the elements affecting ledger accounts. If, for ex- 
ample, one determines that an increase of assets must be 
recorded (a debit entry), he should know that the amount 
recorded therefor must be offset by a credit entry or 
entries equal in amount thereto, consisting of one or more 
of only three types : 
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1. A decrease in some other asset or assets. 

2. An increase in some liability or liabilities. 

3. An increase in proprietorship. 

If, on the other hand, he determines that a decrease of 
assets must be recorded (a credit entry), he knows that 
the amount recorded therefor must be offset by a debit 
entry or entries equal in amount thereto consisting, like- 
wise, of one or more of only three possible types : 

1. An increase in some other asset or assets. 

2. A decrease in some liability or liabilities. 

3. A decrease in proprietorship. 

What has been said is in accord entirely with the fun- 
damental equation already established : 

Assets = Liabilities + Proprietorship 

The nature of the investment determines whether or not 
"liabilities" equal a zero quantity. If so, then 

Assets = Proprietorship 

However, since there is always a possibility that lia- 
bilities may sometime exist, one should view the equation 
as consisting of three terms. 

Business transactions, therefore, may affect one or 
more of the three terms of this equation and should be 
viewed in this light. This is fully in accord with the 
debit and credit schedule. There are three terms, each 
of which may be affected positively or negatively by a 
business transaction ; therefore, there are six possibilities 
to take into consideration whenever a business transac- 
tion takes place in order to allocate (distribute) its ele- 
ments properly among the ledger accounts kept. These 
six possibilities are governed by the six basic rules 
already given. No other rules need be remembered. 

Taking each of the three values and summarizing the 
findings relative thereto, the following results : 
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(a) Balances of assets are found on the debit 
side ; therefore 

Increases are debits. 
Decreases are credits. 

(b) Balances of liabilities are credits; therefore 
Increases are credits. 

Decreases are debits. 

(c) Balances of proprietorship are credits; there- 
fore 

Increases are credits. 
Decreases are debits. 

These findings are in accord with the key which is applied 
consciously or unconsciously to any transaction coming 
under observation. There are six possible occurrences, 
the same as in the key, only here they have been classified 
according to values. 

Double entry accounts are like a pair of scales in which 
the load in one scale must be balanced by an equal load 
in the other. If the load in each scale is 100 units, of 
equal weight, made up of 10 groups of different things, 
each group consisting of 10 units, and 25 units of one 
group of things is added to one scale, it is necessary in 
order to preserve the balance, either to take away from 
the same scale 25 units of one group, or picked from all 
the groups, or to add 25 units to the other scale. Like- 
wise, if 25 units are taken from one scale it is necessary 
to add another 25 units to the same scale or to take 25 
units from the other. Of course, prior to any transac- 
tions being considered, the scales must be exactly in bal- 
ance. It is a simple matter in the light of what has 
been said to analyze a transaction into its debits and 
credits. 

In certain text books, the following rules are sho-wn : 

DeUt Credit 

Whatever comes into the husiness, Whatever goes out of the buaineas, 
or costs the business value. or produces value for it 
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By obtaining a perfect picture of the financial transaction, 
the above rule can almost invariably be safely applied, 
but it is not as plain as the thought that whenever an item 
is debited, for example, the assets are being increased 
either by some productive power of earning or by ex- 
changing one asset for another, and as liabilities and in- 
come items are credits, whenever a liability is debited, 
the amount thereof is being decreased. Again, for ex- 
ample, whenever an account that causes a fluctuation in 
proprietorship is debited, the expense load is being in- 
creased, and when credited the income is piling up. 

Classes of Ledger Accounts 

The ledger is made up of three distinct classes of ac- 
counts, following the parts of the accounting equation : 

Assets 

Liabilities 

Proprietorship 

If the character of the accounts on the left side of the 
equation is examined, all the accounts thereon are seen 
to represent assets, values owned. If the character of 
the accounts which belong on the right side is examined, 
it will be noticed that instead of only one principal class 
there are two principal classes, each with distinctive char- 
acteristics. One class records values owed; they are 
the liability accounts. The second class records the pro- 
prietor's capital. Any classification of accounts contem- 
plates only a proper subdividing of each of these three 
groups. 

Classification of Asset Accounts 

It would be possible to open one account called 
"Assets" and debit it with every asset value possessed. 
By so doing, one does not violate the accounting equation. 
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However, in view of the fact that such an account would 
record different kinds of asset values, its informational 
character would not be such that one could at a glance, 
if the account contained hundreds of items, determine 
how much of each kind of asset value he had. If this 
could not be done, persons might suddenly find themselves 
seriously inconvenienced by not knowing how much of a 
certain kind of value they had. Therefore, there is good 
reason to replace the one account "Assets" by a number 
of accounts each one of which will record one kind of asset 
value. This is perhaps best illustrated as follows : 

1. ASSETS 



$5,000.00 I 
CASH MERCHANDISE EQUIPMENT 



$1,000.00 I $2,000.00 I $2,000.00 I 

In other words, the assets have been classified into three 
groups or accounts: 

Assets 
Cash 

Merchandise 
Equipment 

In examining the characteristics of asset accounts, it 
is noticed that some of them are used to record the value 
of assets whose retention is necessary in order to carry 
on the concern's business. They represent the capital 
which has been sunk in the business ; they are not readily 
converted into cash. These assets are known as "fixed" 
assets. Fixed assets may be described as those unavail- 
able for working capital. A merchant must have his 
store ; a manufacturer must have his factory ; a railroad 
must have its right of way; a professional man must have 
his office equipment. All of these are fixed assets. They 
are necessary in almost every business. They are sub- 
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ject to many subdivisions, dependent upon the business, 
as, land, buildings, furniture and fixtures, etc. 

Again, some of the asset accounts represent cash or 
what may be readily converted into cash. These assets 
may be realized upon without impairing the plant or 
machinery of a business, or without interfering with its 
operating plant. These assets are known as "current" 
assets. Current asset accounts are important. They, 
also, are subject to many subdivisions, dependent upon 
the business, as, cash, notes receivable, accounts receiv- 
able, merchandise, etc. Current assets are available for 
working capital. 

Accountants recognize the existence of these two 
classes of assets, current and fixed, and follow this divi- 
sion of the asset accounts when installing a system or 
when setting up a balance sheet. The discussion of the 
asset accounts to this point makes possible the presenta- 
tion of the following simple illustrative classification of 
the asset accounts : 

Assets 
Current 
Cash 

Accounts receivable 
Notes receivable 
Merchandise 
Etc. 
rixed 
Land 
Buildings 
Machinery 

Furniture and fixtures 
Delivery equipment 
Etc. 

Both of these classes of assets are subject to a lessening 
in value due to wear, tear, obsolescence, etc., which at 
least in connection with the fixed assets is called "depreci- 
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ation." The subject of depreciation will be considered 
later. 

In some cases, for example, mines, quarries, clay pits, 
etc., we have assets of a peculiar nature which are called 
"wasting" assets due to the fact that the value of the 
mine, quarry, or clay pit depends upon the product which 
may be obtained. As the amount of the available prod- 
duct decreases, there is a corresponding decrease in the 
value of the asset. 

Classification of Liability Accounts 

Liability accounts are those which show the obliga- 
tions owned by a business, the amounts due its outside 
creditors. They are subdivided into two classes, cur- 
rent and fixed ; this subdivision corresponds to that made 
of the asset accounts. 

Current liability accounts show the liabilities which 
are due or will become due, or mature, in the near future 
as related to their date of incurrence. They are repre- 
sented usually by the accounts of accounts payable and 
notes payable. Fixed liabilities show the liabilities 
which run and extend over a long period of time. They 
are those more or less permanent obligations which are 
not usually paid until the concern winds up its business. 
They are represented usually by the accounts of mort- 
gages payable and bonds payable. 

The discussion of the liability accounts to this point 
makes possible the presentation of the following classi- 
fication of liability accounts : 

Liabilities 
Current 
Notes payable 
Accounts payable 
Bank loans 
Bank overdrafts 
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Fixed 
Mortgage payable 
Bonds payable 

Classification of Proprietorship Accounts 

The object of these accounts is to show the investment 
at the beginning of the business, subsequent investments, 
and accumulated profits and losses. These have been 
discussed somewhat in a former chapter. 

The proprietorship (net worth or capital) account 
shows the amount of the asset value which would remain 
after liabilities have been paid, — the amount of the free 
assets. This characteristic of the capital account is 
displayed by making the accounting equation in the fol- 
lowing form : 

Assets — Liabilities = Capital 

No explanation is needed to show that the fundamental 
equation used thus far of 

Assets = Liabilities + Capital 

is the same as the equation of 

Assets — Liabilities = Capital 

Sometimes in accounting work the one form of the equa- 
tion will be used and sometimes the other form will be 
found desirable. 

If one knows his capital or net worth on January 1, 
1919, and his capital or net worth on December 31, 1919, 
the difference between the two capital amounts measures 
the profit or loss for the year 1919 unless an added in- 
vestment has been made during the year, or part of the 
initial investment has been drawn out during the year. 
This has been explained already. Although one may 
know the amount of his loss or gain for the year 1919, 
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it was noticed that it was necessary to analyze the items 
composing the capital account in order to understand how 
the gains were realized or how the losses were suffered. 
Every increase and decrease in proprietorship is re- 
corded easily in the capital account, but after one has 
completed recording these increases and decreases, the 
account is found difficult to interpret. The account re- 
corded the amount of the initial investment, the various 
increases representing profits earned, and ^the various 
decreases, losses incurred. Over a long period of time 
these various gains and losses tend to make the capital 
account very complex in its nature. Every one of these 
entries belongs in this account, but if it is possible to 
adopt a better plan of keeping it, such plan should be put 
into operation. 

Since the major classes of items found in a capital 
account as thus far kept are those concerning 

1. Investment 

2. Income 

3. Expenses 

one finds that the capital account may be increased only 

by 

1. Investments from the outside 

2. Income arising from the operation of the busi- 
ness 

and that the capital account may be. decreased only by 

1. Withdrawal of investment or profits 

2. Expenses incurred in the ownership and opera- 
tion of the business 

All increases due to business operation measure income 
or profits, and all decreases due to the business opera- 
tion measure expenses or losses. 

If one examines the capital account, he notices that 
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outside of the original investment and the very few ad- 
ditions and deductions therein due to new incoming cap- 
ital and the withdrawal of capital, all the transactions 
therein concern the income and the expenses of the busi- 
ness. Therefore, one may well keep without much 
trouble two separate accounts with capital items instead 
of just the one account: 

NET WORTH NET WORTH 

Investment Income and Expenses 



Dr. I Or. Dr. | Cr. 

After this has been done, a diagram of the basic classes 
of accounts found in a business will appear about as fol- 
lows: 

Assets 

Current 

Fixed 
Liabilities 

Current 

Fixed 
Net Worth (Capital) 

Investment 

Profit and Loss 
Income 
Expenses 

If the items in the net worth account are divided into 
two groups, one will appear in the investment account and 
all the others will be found in the profit and loss account. 
Therefore, as yet, one is not much better off than before. 
He has not made an improvement of any consequence 
over the old net worth account. 

In view of this fact, the next step is to make a number 
of different profit and loss accounts so that the expense 
and income transactions of a similar nature will be re- 
corded separately. In general, if one examines the in- 
come and expense items in almost any business, he finds 
that certain items represent 
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1. Income from sales of product or service. 

2. Costs of the product or service sold. 

3. Expenses of operating the business. 

4. Income from sources not connected with opera- 
tion. 

5. Cost of securing this outside income. 

6. Miscellaneous profit adjustments. 

7. Miscellaneous loss adjustments. 

Therefore, one may well set up at least one account for 
each of these separate classes of items. By so doing, 
seven new accounts will have been created to take the 
place of the one original capital account for recording 
profits and losses. In these seven accounts are found 
all the items which were in the one original capital ac- 
count for profits and losses. The use of these accounts 
enables one to segregate profit and loss transactions of 
one kind from another. They represent really an analy- 
sis of the original account, and they should have been 
kept from the very beginning, because it is easier to 
make entries in these accounts as transactions occur 
than to make them in the capital account and later be 
required, to analyze that account after all the profit and 
loss transactions have been recorded therein. 

To summarize what has been said thus far about 
classification, the following diagram based upon the basic 
accounting equation is presented. A study of its con- 
tent will make clear the discussion to this point: 

Typical Illustrative Classification 

A clear conception of the classification of accounts is 
important in the practice of accountancy. More errors 
are found in books of accounts due to improper classi- 
fication than to any other reason. These errors are vital, 
because the setting up of improper accounts or the enter- 
ing (posting) of items to the wrong accounts may have 
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a disastrous and serious effect on proprietorship (capi- 
tal), on income, or on the operation expense accounts. 
A wrong classification of an item' may mean eventually 
a wrong profit or loss result for the accounting period 
in which the wrong entry or entries have been made. 

One division of accounts frequently used by account- 
ants, a division which in the main follows the three-way 
development already discussed, is as follows: 

1. Eeal 

2. Nominal 

3. Summary 

CLASSIFICATION OF ACCOUNTS 

'Land Impersonal 

Buildings " 

Machinery " 

Fixed Assets ■ Equipment " 

Patents " 

Stocks Owned") y 
l-Bonds Owned /^°°g 



Eeal... 



Assets 



Time . . . 



.Current Assets. 



Liabilities 



1 



Cash Impersonal 

Accounts Kec. Personal 

Notes Rec Impersonal 

Merchandise " 

Stocks Owned"! rr„„„„,„..„ « 

Bonds Owned jTemporary . . 

Expense Inventories " 

f Mortgages Payable Impersonal 

•"[Bonds Payable " 

. ... . fAccounts Payable Personal 

Current Liabilities.-^ j^f^tes Payable Impersonal 



("Fixed Liabilities . 



Proprietorship \ Capital Accounts 



Nominal 



(Production Cost Impersonal 
Non-Operation Expense " 

T ^„ /"Trading Profits Impersonal 

^°''°™^ I Non-Operation Profits .... 



Summary \ Profit and Loss 
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These classes are subject to subdivision as the business 
under consideration may require. Examine the accom- 
panying classification in the light of this division: 

Personal and Impersonal Accounts 

Personal accounts are the accounts of an enterprise 
which may be grouped as follows : 

1. Customers' accounts 

2. Creditors' accounts 

3. Capital and Drawing accounts of a sole trader 
and of a partnership 

Impersonal accounts are all others, — those not personal. 
They are kept to record the transactions of a business 
relative to property of various kinds, sources of income, 
and items of expenditure. Such accounts would be: 
land, buildings, mortgages payable, loans payable, pur- 
chases, sales, etc. 

Real Accounts 

Real accounts express the financial condition of a 
business by setting out the value of the assets and the 
amount of the liabilities. They are the balance sheet ac- 
counts. The term "real" accounts sometimes is used 
interchangeably with that of "financial" accounts. 

Real accounts may be personal or impersonal. Per- 
sonal real accounts are accounts with individuals, part- 
nerships, or corporations. Impersonal real accounts are 
those with cash, land, buildings, notes receivable, notes 
payable, or accounts covering other kinds of property. 

Nominal Accounts 

Nominal accounts are the profit and loss accounts; 
they show the profits and losses derived from the con- 
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duct of the business. Sometimes the term is used inter- 
changeably with that of "economic" accounts. Usually, 
they are represented by the purchases and sales accounts 
of a mercantile establishment, the fee accounts of a pro- 
fessional man, the commission accounts in a brokerage 
business, the loans and discounts accounts in a banking 
business, etc. The operating accounts show operating 
cost, or expense, of conducting a business. They are 
divided usually into a number of classes, — two or three 
or a dozen for a small business, hundreds for a large one. 
The usual subdivision of these accounts is indicated on 
the preceding diagram. 

Current Account 

An ' ' account current " is an itemized account in which 
are recorded in the order of their dates the current busi- 
ness transactions between two parties who, as time passes 
and their account grows, alternately may become debtor 
and creditor. If the balance is a debit, the account be- 
comes an asset; if the balance becomes a credit, the ac- 
count changes to a liability. Such an account is known 
also as a "current account" or a "running account." 
A personal account is a current account. 

Summary Account 

At the close of a fiscal period there is opened on the 
ledger an account with "profit and loss." Such an ac- 
count is called a "summary" account, because therein 
each item represents the total aggregate of the items 
in some other account or accounts. This account is 
opened in the ledger to show in one place the expenses 
of conducting the business and the trading profit. The 
expense items are posted from the various expense ac- 
counts to the left side of the summary account and the 
income items are entered on the right side of the account. 
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Some accountants call this account the "loss and gain" 
account. 

Accounts Both Current and Summary 

Some accounts are both current and summary. The 
sales account, for example, may be credited monthly with 
the total sales from a record in which each sale is set 
out separately. In such case, each entry in the sales 
account is a summary entry for its specific month, and 
each entry made therein follows each former entry in 
current order. 

Memoriter Account 

A memoriter account is a memory account. If a 
business man does not wish to carry a certain asset upon 
his books at full value, but still wishes to have at hand 
a means of knowing that he has such an asset, he may 
carry the asset upon his records at a nominal value. 
The account used for such a purpose would be called a 
"memoriter" account. For example, a bank may carry 
its building upon the books at a valuation of $1. 

Proprietorship Account Reconstructed 

The proprietorship account, as used in the simple 
basic equation, measures the success or failure of a busi- 
ness enterprise. The success of a business concern is 
measured by an increase in wealth, a failure by a de- 
crease. Therefore, if the proprietorship accounts are 
analyzed, it is possible to ascertain whether or not wealth 
has been increased. 

An examination of the capital account of Jones in 
the first part of this chapter shows a revision is necessary 
in order that it may have interpretative value. The ac- 
count as it stands is useless. The elements contained 
therein must be sorted out and grouped in conformity to 
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the classification ideas already expressed; the account, 
in fact, must be m'ade over in conformity therewith. 

Increases and decreases in business wealth should be 
shown temporarily in accounts short of proprietorship, 
— capital. Since debits to proprietorship, measuring 
wealth decrease, are debits, these debit entries must be 
taken out of the proprietorship account and be recorded 
as debits to other accounts, nominal in nature, sub- 
ordinate to proprietorship. 

In the case of the debits, each subordinate account 
represents a class of events dependent upon a common 
cause, as interest expense, discounts paid, rental expense, 
salaries, insurance expense, freight, etc. In the case of 
the capital account of Jones, the revision of the debit 
side would be as follows : 

Salaries 
1919 
Jan. 8 Cash $10.00 

" 15 Cash 10.00 

" 22 Cash 10.00 

" 29 Cash 10.00 

Sales Discount 
1919 
Jan. 10 Brown $12.00 

" 26 Alton & Co 15.00 

« 

Eent 
1919 
Jan. 12 Cash $40.00 

OrFicE Expenses 
1919 
Jan. 15 Cash $7.00 

" 22 Cash 5.00 

" 29 Cash 5.00 

Merchandise Eetdbns 
1919 
Jan. 21 Huber $3.00 

Since these debits record decreases of proprietorship, 
due to the cost of doing business, they are all expense 
elements or loss elements. They could in total be debited 
to one account called "expense," but in the form given 
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present more detailed information than otherwise would 
be the case. Should there be expenses other than the 
above, and should it not be desirable to have separate ac- 
counts upon the ledger in which to record them, these 
other expenses of a miscellaneous nature could be grouped 
in one miscellaneous account called "expense." There- 
fore, an account with expense would be used in which to 
record expenses not possible of distribution (allocation) 
to the subdivided expense accounts as kept. 

On the other hand, in the case of the credits, each 
subordinate account represents also a class of events 
dependent upon a common cause, as interest income, 
discounts received, profit, purchase returns, rental in- 
come, etc. In the case of the capital account in question, 
the revision of credits would be as follows : 

Profit fkom Sales 
1919 

Jan. 5 Brown — sale $80.00 

9 Alton & Co.— sale. . 35.00 

" 17 Huber- sale 20.00 

" 25 Hill & Co. sale 32.00 

Discount Received 
1919 
Jan. 10 Smith & Co $13.00 

Jones — Capital 
1919 
Jan. 2 Sundries $2,500.00 

Since these credits record increases in proprietorship, 
due to earnings of the business, they are all profit ele- 
ments. They could in total be credited to one account 
called profit, but in the form given present more detailed 
information, profit from sales being set out separately 
from profit due to discounts earned. Should there be no 
accounts on the ledger for profits of a miscellaneous na- 
ture, such profit items could be grouped under a "mis- 
cellaneous" earning account. 

There remains now in the capital account only the 
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amount of the investment. Accessions of capital not 
earned but contributed, properly would be entered in the 
capital account. Likewise, reductions of capital, not in 
the nature of expenses, properly would be entered in the 
capital account. Also, the net result of the profit and 
loss account entries would eventually be carried into the 
main proprietorship account, as will be noticed later. 
Until that time, the so-caUed capital account records 
only 

1. Beginning capital. 

2. Accretions to capital not the result of earnings. 

3. Decreases of capital not the result of expenses. 



CHAPTER VI 
BALANCE SHEET ACCOUNTS 

REAL ACCOUNTS: ASSEITS, LIABILITIES, AND VESTED 
PBOPEIETOESHIP 

Introductory 

Now that accounts have been discussed somewhat in 
a general way, it will not be amiss to study their makeup 
more in detail. To that end, the composition of the as- 
set, liability, and vested proprietorship accounts, — those 
which reflect financial condition, — will be considered first ; 
later, the income and expense accounts, — those which re- 
flect changes in financial condition, — will be taken up so 
that when the study of accounts has been completed, the 
composition of the general accounts found upon an or- 
dinary ledger should be understood thoroughly. 

The Ledger Accounts of a Mercantile Business 

The following accounts are typical of an average 
sized mercantile establishment. They are grouped ac- 
cording to the simple outline presented in the last chap- 
ter. The asset, liability and vested proprietorship ac- 
counts will be discussed in the present chapter and the 
income and expense accounts will be taken up in a sub- 
sequent chapter. 

The outline classification is as follows: 

Assets — Current 
Cash 

Petty Cash 
Accounts Receivable 

120 
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Notes Receivable 
Merchandise 
Iiilurance Prepaid 
Interest Prepaid 
Office Supplies 

Assets — Fixed 
Securities Owned 
Mortgages Receivable 
Furniture and Fixtures 
Buildings 
Land 

Liabilities — Current 
Accounts Payable 
Notes Payable 
Bank Loans 
Accrued Taxes 
Accrued Interest on Mortgage Payable 

Liabilities — Fixed 
Mortgage Payable 

Vested Proprietorship 
Capital Stock 
Surplus 
Profit and Loss 

Expense 
Purchases 
Returned Sales 
'Sales Rebates and Allowances 
In Freight and Cartage 
Cash Discounts Allowed 
Depreciation of Buildings 
Depreciation of Other Assets 
Bad Debts 

Interest on Mortgage Payable 
Miscellaneous Expenses 

Income 
Sales 
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Cash Discounts Received 
Interest on Bank Deposits 
Returned Purchases 
Purchase Rebates and Allowances 
Miscellaneous Income 

The Fixed Asset or Property Accounts 

Property accounts are prominent in all lines of busi- 
ness. The term includes usually land, buildings, and 
equipment, the latter consisting of machinery, tools, 
equipment, horses, wagons, automobiles, furniture and 
fixtures; patent rights, franchises, goodwill, etc. Ac- 
count titles like "real estate" and "property and plant" 
should not be used, because of their all inclusive nature. 

Fixed assets, in other words, form the plant and 
permanent equipment of a business. These assets must 
be maintained in their efficiency by repairs and renewals 
in order that the successful carrying on of the business 
may result. 

All fixed asset accounts should be so kept as to show 
always the items on hand at cost. These accounts should 
be so handled on the ledger that a physical inventory of 
fixed assets will not be necessary at m'ost more than once 
a year, and then only to check up the items on hand 
against their book records. 

In general, fixed assets should not be carried on the 
books at an appreciated value. It is not good to do so. 
They should be carried at cost. By increasing their value 
in the accounts, a profit will be shown which is not tan- 
gible in nature — one not realized. The profit may never 
be realized, and should this be so, the books show a con- 
dition that is not true to fact. In the meantime, should 
these unrealized profits be withdrawn from the business, 
great harm may befall the enterprise later ,on, since by 
so doing its capital has been impaired. 
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Fixed Assets (One Account with Each) 

Debit: Credit: 

1. Total cost to the business to 1. Sale or loss, at cost 

place in position ready to use 

Land 

The term "land" should be used in merely referring 
to land as such. If it is used interchangeably with 
"real property" or "real estate," one is apt to be con- 
fused. Since property in a thing is the right to possess 
and use it, the term "real property" is defined as the 
right to possess and use land indefinitely. Real estate 
includes both land and buildings. All confusion will be 
avoided by referring to land as land and as nothing else. 

Land may be acquired by inheritance, purchase, or 
by gift. It may even be reclaimed or made — as by drain- 
ing or filling in. In all events, its permanent acquisition 
is accompanied by a deed which vests title in the holder 
thereof. And in all cases, a certain effect is had upon 
the accounting therefor, regardless of how it has been 
acquired. When purchased, the purchase will be for 
cash or credit. If on credit, the credit may be represented 
by a mere promise to pay — an open account, or by a 
mortgage. The purchaser may assume the mortgage, 
or he may take the land subject to the mortgage. If land 
is made or reclaimed, the cost of so doing must be added 
to the original cost of the land. 

The owner of land must pay taxes to secure police 
protection and to maintain his government. If he does 
not do so, the state may place a lien against the land. 
The state may impose its right of eminent domain when 
it sees fit to do so — confiscate the land for the common 
good. Land may be hired, as by a verbal monthly con- 
tract, or it may be leased, as by a written agreement 
for a longer period than a month— a year or more. Land 
may appreciate or depreciate in value within a given lo- 
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cality. Land is an indirect factor in the production of 
income in the ordinary commercial enterprise; it is a 
direct factor therein in the case of mining, hunting, fish- 
ing, real estate companies, etc. 

Land may be sold for cash or on credit. The holder 
of a mortgage against it may foreclose and take title. 
A judgment creditor may by court action secure a lien 
against it. 

An account with land should be kept separate from 
one with buildings. Fire insurance, for example, is 
necessary in the case of buildings, unnecessary in the 
case of land. 

An account with land may contain the following 
items : 

Land 

Debit: Credit: 

1. Acquisition cost thereof 1. Cost of land sold. Profit or 

2. Expenses incident to acquisi- loss on sale is credited or 

tion — fees, both legal and debited to a separate profit 

recording, etc. and loss account as the case 

3. Improvement costs — ^grading, may be. Same may be 

curbings and gutters, sewers, passed directly to Surplus 

surveys, maps, etc. also. 

4. Carrying charges until build- 2. Decreased valuation as ad- 

ings are erected thereon, or justed from time to time, 

until land becomes produc- based upon competent ap- 

tive — taxes, interest on mort- praisal, the debit offsetting 

gage, etc. being to Surplus 

5. The balance, if any, should 

represent cost of land owned; 
it is an asset. 

Buildings 

Buildings may be destroyed, whereas, in general, it 
may be said that land cannot be destroyed. Therefore, 
the subject of buildings presents more possibilities for 
consideration than does that of land. Buildings may be 
constructed, or they may be purchased. They may, also, 
be altered to meet the demands of the business using 
them. 

When buildings are to be constructed, usually the pre- 
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ferred method, so that they will meet the demands to be 
made upon them, land must first be secured. The com- 
pany may construct the buildings itself, having regard 
to the local construction laws, or it may turn the whole 
work over to an architect, making payment upon a con- 
tract basis, or it may contract with some builder to erect 
the building. 

If a building is purchased, it may, if adapted to the 
purposes of the business using it, be occupied without 
alteration or improvements being made thereon. If pur- 
chased, it will be for cash or on credit, with or without 
a mortgage thereon. If a mortgage exists, the mortgage 
may be assumed or the building may be purchased sub- 
ject to the mortgage. A purchase money mortgage may 
be given in partial payment, also. This class of items 
affect the accounts as kept on the ledger. 

After a building has been acquired, say, free from a 
mortgage, the building may be given as security for a 
loan of money. This class of items will also affect the 
accounts kept. 

When the purchase price includes both land and build- 
ings, as is usually the case, the land account should be 
debited with an arbitrary amount, based upon good 
judgment, and the difference between this amount and 
the total purchase price should be debited to the build- 
ings account. 

When a building is constructed, a construction account 
usually is opened to hold the cost of materials, labor, etc., 
accumulating during the construction period. When the 
building is completed, the total construction cost may 
then be transferred to the buildings account. When a 
building is constructed under a contract by which the con- 
structor assumes all the work in connection therewith, 
the contract price may be debited to the buildings account, 
the credit being to a liability account in favor of the con- 
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structor. This liability is reduced gradually as pay- 
ments are made. 

Physically, buildings are subject to improvement, re- 
pair, renewal, alteration, assessment for taxes, deprecia- 
tion, and destruction. The subjects of taxes and depre- 
ciation will be considered later. The title to buildings 
may be affected in a number of ways. 

An improvement adds value to the property. 
Usually, in this connection, earning power has been 
increased. If the property is owned, an improvement 
thereto is usually a permanent addition. If the property 
is rented, the permanency of the added value depends 
upon the terms of the lease. Improvements and addi- 
tions may be considered as synonymous terms. 

A repair restores property to its original condition 
after it has deteriorated. A renewal is a repair of a 
larger degree, a repair being considered as a minor re- 
newal. A renewal and a replacement are practically 
synonymous. A machine is repaired when it fails to 
function; the repairs become so numerous that it is ad- 
visable to install a new machine, the old one being worn 
out. The installing of the new machine is both a renewal 
and a replacement. 

An alteration is either a repair or an improvement, 
constituting a change. Changing a door may be con- 
sidered a repair; making two rooms out of one may be 
considered an improvement. The question is one of in- 
terpretation only, and the accounting procedure follows 
interpretation. 

A building may be destroyed wholly or partially from 
a number of causes, fire being the most frequent. The 
accounting procedure in any case is practically the same, 
except, of course, as to insurance. The insurance re- 
ceived partially offsets the loss incurred. 

Buildings may be sold, transferred, or torn down. 
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They may be sold for cash or for credit, the credit being 
either on an open account or represented by a mortgage. 
When a building is erected on leased land, the lease 
should cover its eventual disposition. The owner of the 
lease may have the option of purchasing the building at an 
appraised value when the lease expires. If he refuses 
to buy, the owner of the building will either have to move 
it or tear it down. If the owner of the lease is to pur- 
chase the building at a price lower than cost, the differ- 
ence usually is spread over the length of time the lease 
runs. 

An account with buildings should be kept separate 
from one with land. An account with buildings may con- 
tain the following items : 

Buildings 

Debit: Credit: 

1. Acquisition or construction 1. Cost of buildings sold or de- 

cost, stroyed. 

2. Alteration and improvement 

costs which increase either 
the utility or the actual 
value. 

3. Replacement costs amounting 

to, say, $50 more than the 
cost of the part replaced. If 
a concrete floor replaces a 
wooden one, the diff'erence 
between the two should be 
added to the cost of the 
buildings (capitalized). 

4. The balance, if any, should rep- 

resent cost of buildings 
owned; it is an asset. 

Equipment, Furniture and Fixtures, Etc. 

The term "equipment" really includes everything ex- 
cept buildings proper, that is, the bare building struc- 
tures. Therefore, the term includes everything withm 
the building walls or attached to them, as machinery and 
tools, furniture and fixtures, horses, wagons, harness, 
automobiles, etc. 
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A building houses one or more departments. The 
building is equipped with apparatus essential to its occu- 
pancy regardless of the purpose for which each is used. 
Therefore, equipment may be considered as of two 
classes: (1) building equipment — heating system, ele- 
vators, ventilating system, fire apparatus, etc.; (2) tech- 
nical equipment — ^machinery, tools, belting, desks, furni- 
ture, etc. Various classifications of technical equipment 
may be built up, but for our purposes this seems un- 
necessary. 

Equipment is subject to various possibilities, like 
buildings. Questions to keep in mind concerning it per- 
tain to how acquired, to what use put, what may happen 
to it, and how disposed of. It may be acquired by pur- 
chase or construction. Its use depends upon the organ- 
ization in question, it may be destroyed wholly or par- 
tially, fire here being perhaps the principal cause of de- 
struction. It may be sold, thrown away, or demolished. 
Its cost depends upon whether it has been purchased or 
constructed. Expense of installation is part of cost. 

The accounts kept for equipment depend mostly upon 
the case under consideration at the moment. The ledger 
classification depends upon how it is desired to show 
equipment on the balance sheet. One account may sat- 
isfy one concern, whereas, another company may desire 
separate accounts for different classes of equipment. 

The following few examples show the composition of 
the accounts pertaining thereto. 

Store Fixtubes and Equipment 

Debit: Credit: 

1. Acquisition and installation 1. Cost of items replaced, dis- 

cost of movable store fix- carded, or destroyed 

tures — movable partitions, 
show cases, counters, chairs, 
desks, tables, cash register, 
floor covering, shelving, etc., 
which will last longer than 
one year. If the lives of any 
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items are less than one year, 
they should be charged to 
an expense account. 

2. Eeplacement cost of any article 

previously charged to this 
account. At the same time 
credit this account with the 
cost of the replaced articles. 

3. The balance, if any, should rep- 

resent the cost of fixtures on 
hand; it is an asset. 

Office Equipment 
Debit: Credit: 

1. Cost of all articles purchased 1. Coat of articles replaced, dis- 

which do not have to be re- carded, or destroyed 

newed often. Such articles • 

as ink wells, waste baskets, 
etc., may be charged to an 
expense or supply account. 

2. Cost of all articles purchased 

to replace those already 
charged to this account. 

3. The balance, if any, should rep- 

resent the cost of office 
equipment on hand; it is an 
asset. 

FUENITUEE AND FiXTUEfES 

Debit: Credit: 

1. Cost of furniture and fixtures 1. Cost of furniture and fixtures 

acquired, including trans- replaced or discarded. 

portation and installation 

costs. 

2. Cost of additions and better- 

ments. 

3. The balance, if any, should rep- 

resent the cost of furniture 
and fixtures owned; it is an 
asset. 

If only one account with furniture and fixtures is carried, 
the debits and credits thereto will be as in the last ex- 
ample shown above. 

Current Assets 

Current assets result from business transactions, and, 
therefore, are changeable. They may be sold or ex- 
changed without reducing in any particular the perman- 
ent plant of the business. Current assets consist of such 
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items as cash, accounts receivable, notes receivable, mer- 
chandise and supplies on hand, temporary investments, 
and other assets which are held for sales purposes, or 
whose value is soon to be realized in cash. 

Working and Trading Assets: Working Capital 

These assets are not shown as such in the outline 
classification already presented. The term is used here 
so that the student may become acquainted with its mean- 
ing. The assets considered hereunder may rightfully 
be merged in the consideration of current assets as shown 
in the outline referred to above. 

These assets consist of current assets consumed either 
in the manufacture of goods or in the conduct of the busi- 
ness, as materials and supplies, goods in the process of 
being manufactured, goods which have passed through 
the manufacturing processes (finished goods), packing 
material, stationery, postage stamps, etc. These assets 
the enterprise is working into goods for sale, or into ex- 
penses incident thereto, or those which are on hand for 
purposes of trading or sale. Again, working assets are 
those relied upon for securing funds with which to liqui- 
date current liabilities. 

One way of handling these accounts is to combine the 
old inventory and the purchases in one account, and de- 
termine then the amount consumed by crediting the new 
inventory thereto and close the balance resulting into an 
account representing the consumption of the article in 
question. Another way is to run separate accounts for 
inventories and purchases. The inventory is entered in 
the asset account both at the beginning and at the end of 
the accounting period, and the difference is carried into 
the account representing consumption. 

A consumption account in this connection refers to 
any profit and loss account into which these working 
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and trading assets may be closed, such as manufacturing, 
cost of sales, and expense accounts. 

METHOD NO. 1 

Merchandise 

Inventory, beginning $10,000.00 Inventory, end $ 6,000.00 

Purchases 5,000.00 Nominal Account (con- 

sumption) 9,000.00 

$15,000.00 

' $15,000.00 

Inventory, beginning $ 6,000.00 

Nominal Account Repbesenting Consumption 
Merchandise $ 9,000.00 

METHOD NO. 2 
Inventoey 

Inventory, beginning $10,000.00 Inventory, end $6,000.00 

Balance to Purchases 4,000.00 

$10,000.00 

$10,000.00 

Inventory, beginning . . . .$ 0,000.00 

Merchandise Purchases 

Purchases $5,000.00 Nominal Accoimt (con- 
Decrease in inventory. . . . 4,000.00 sumption) $ 9,000.00 

$ 9,000.00 $ 9,000.00 

Nominal Account Representing Consumption 
Merchandise $ 9,000.00 

A knowledge of method No. 2 will be found useful 
later, especially in connection with one type of profit and 
loss statement. The cost of materials consumed during 
the period amounts to $9,000. This is represented by 
purchases amounting to $5,000 plus a decrease in inven- 
tory of $4,000. The decrease in inventory must be added 
because there has been consumed, not only the amount of 
merchandise purchased, but $4,000 more, the difference 
between the beginning inventory of $10,000 and the end- 
ing inventory of $6,000. Conversely, the same thing 
would be true. If the purchases for the period were 
$5,000, the same as before, the beginning inventory 
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$6,000 and the ending inventory $10,000, then the cost of 
merchandise or materials used up during the period 
would be $1,000, — purchases of $5,000 less an increase in 
inventory of $4,000. The increase in inventory must 
be deducted because there has been consumed the amount 
purchased of $5,000 less the $4,000 remaining as part of 
the ending inventory. 

If this method of inventory differences, taking any 
purchases into consideration, is applied not only to mer- 
chandise purchased for sale, but to materials and sup- 
plies, goods in process of manufacture, and finished 
goods, — one will find the cost of any goods sold during 
the period. To illustrate: 

Beginning Inventories: 

Materials and supplies $10,000 

Goods in process 30,000 

Finished goods 60,000 

Purchases of materials and supplies 25,000 

Ending Inventories: 

Materials and supplies $ 6,000 

Goods in process 10,000 

Finished goods 30,000 

Materials and Supplies Inventoby 

Inventory, beginning $10,000.00 Inventory, end $ 6,000.00 

Balance, to Purchases .... 4,000.00 



$10,000.00 



Inventory $ 0,000.00 $10,000.00 



Goods in Process Inventory 

ventory, em 
ilanee, to Fi 
Goods 49,000.00 



Inventory, beginning $30,000.00 Inventory, end $10,000.00 

Purchases A/C Balance.. 29,000.00 Balance, to Finished 



$59,000.00 



Inventory $10,000.00 $59,000.00 

Finished Goods Inventory 

Inventory beginning $60,000.00 Inventory, end $30,000.00 

Goods in Process A/C Balance, to Cost or G. 
Balance 49,000.00 Sold 79,000.00 



$109,000.00 $109,000.00 



Inventory $30,000.00 
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PCBCHASES OF MaTEEIALS AND SDPPLIES 

Purchase for Period $25,000.00 Balance, to Goods in 

Beginning invty A/C Bal- Process $29,000.00 

ance 4,000.00 

$29,000.00 



$29,000.00 



Cost of Goods Sold 

Finished Goods A/0 Bal- 
ance $79,000.00 

Made up of: 

M. & S. Invty $ 4,000 

G. in Process.. 20,000 

Finished Goods 30,000 

Purchases . . . 25,000 



$79,000 



In the first three accounts, care should be observed to 
bring down the ending inventory amounts, which will 
now become the beginning inventories for the new period. 

Inventory accounts are sometimes kept with such as- 
sets as stationery, postage, etc., and the amounts of these 
articles used up and chargeable to business operations 
are determined by adding up the various orders (requisi- 
tions) authorizing the drawing out of these articles for 
consumption. In some instances, the amounts of these 
items chargeable to operation are determined by taking 
a physical inventory (inspection), valuing the inventory 
and charging off the difference to operation. 

Working assets should be carried at cost in ordinary 
cases. At times, the market value will be lower than this 
cost. When so, most authorities state that they should 
be carried at market value, the difference being charged 
off as part of the consumption cost. The principle here 
is correct, yet it will be seen later that in the balance 
sheet, provision is made therefor without changing the 
cost price figure upon the ledger. Goods in process are 
valued at their actual manufacturing cost, — ^materials 
and supplies, labor, and a certain amount of the general 
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establishment expenses (overhead). Finished goods, 
also, should be valued at their actual cost. 

Cash 

Cash is the principal current asset, consisting of cash 
on hand, as yet undeposited, plus cash in the bank. In 
the handling of cash, a distinction should be made be- 
tween the various cash funds. All cash receipts should 
be deposited in bank intact, and payments should be 
made by check. For petty expenses, those too small in 
amount for payment by check, a special cash fund should 
be set aside out of which they may be paid. Consider, 
therefore, that there are two cash funds, one in the bank 
and a petty fund in the office. There should be a ledger 
account with each one, regardless of what records may be 
kept, in which to record them preliminary to their dis- 
tribution in the ledger in the form of disbursements. 

A cash account (for cash in the bank) will appear 
about as follows : 

Cash 

Debit: Credit: 

1. Balance on hand when ledger 1. Disbursements made by check. 

is opened — cash in bank plus 
cash undeposited (exclusive 
of any special funds ) . 

2. Receipts for the month — cur- 

rency, checks, money orders, 
etc. 

3. Balance, if any, should repre- 

sent all cash on deposit; it 
is an asset. 

A petty cash fund is a definite sum adequate to meet 
the demands for, say, a week, of petty expenses. This 
fund, when properly conducted must show either actual 
cash or cash plus paid bills (vouchers), the total agree- 
ing with the amount set aside. No payment should be 
made from petty cash without securing a receipt for the 
payment made which shows the purpose for which the 
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expenditure has been made and the authorization there- 
for by an official of the organization who has this as one 
of his assigned duties. If a check is practicable and ac- 
ceptable to the payee, payment from the fund of petty 
cash should never be made. 

In establishing the petty fund, a check is drawn for 
an adequate amount. This check is converted into cur- 
rency and this currency is placed in some receptacle to 
be used only for this fund, and is given into the charge 
of some person other than the regular cashier. The 
amount of this check should be charged to the account 
of petty cash. At the close of each period (here a 
week), or when the fund needs replenishing, a check is 
drawn for an amount equal to the disbursements and con- 
verted into currency. This will bring the fund up to 
the original amount. Whenever the fund is replenished, 
an entry should be made charging the proper accounts 
as shown by a summarized analysis of the disbursements. 
A record of the disbursements is kept, usually in a sepa- 
rate book, but for the present this record need not be con- 
sidered, since at this time we are still interested only 
in the ledger. 

A petty cash account will appear about as follows : 

Pettt Cash 

Debit: Credit: 

1. Amount of cash set aside for 1. Decreases in amount of fund. 

the creation of the fund. 

2. Increases in amount of fund. 

3. Balance, if any, should always 

represent the amount of the 
fund; it is an asset. 

Accounts Receivable 

This term is not a ledger account caption. It should 
represent the aggregate of accounts with customers. It 
is a balance sheet caption. The accounts receivable of 
a business often are kept in a ledger separate from the 
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one in which are kept the other accounts, because usually 
they are many in number, and together fill a separate 
ledger or ledgers. 

When accounts receivable are examined as to their 
collectibility, they are usually classified into good, doubt- 
ful, and bad. It is problematical as to how long an ac- 
count should be carried before being considered bad. If 
absolutely bad, it should be charged off the books entirely. 
Perhaps this will be after a judgment has been secured 
against a customer and has been returned unsatisfied. 
Accounts should not be written off in a careless manner. 
If collected subsequently, when no record exists, the 
amount thereof may readily be pocketed by the employee 
collecting it. Sometimes, the doubtful accounts are 
separated from the others and carried in a separate 
ledger — a suspense ledger, so that they may be kept out 
of the regular books entirely but still be available. 

Accounts Receivable (Each customer separately) 

Debit : Credit : 

1. Amount owed us at the begin- 1. Money paid us on account 

ning 2. Notes given ua on a,coount 

2. Value of goods sold customers 3. Sales returned to us 

on account 4. Discounts given customers 

5. Allowances given customers 

If a customer buys for cash, and an account with him is 
carried on the books, it is good practice to pass such 
cash sale through the books — into the customer's ac- 
count and to cancel immediately the amount thereof by 
a proper credit. 

Commercial Paper 

Commercial paper may be divided broadly into two 

classes : 

1. Promissory notes. 

2. Bills of exchange. 
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The promissory note will be discussed first. A promis- 
sory note may be defined as " an nnoonditional promise in 
writing, made by one person to another, signed by the 
maker, engaging to pay on demand, or at a fixed or de- 
terminable future time, a sum certain in money to order 
or to bearer. ' ' A promissory note is either a note receiv- 
able or a note payable ; it is a note payable to the person 
who issues it — the person whose promise it is to pay, and 
a note receivable to the person who receives it (other than 
the maker). 

There are two parties to a promissory note : 

1. Maker — the one who draws it. 

2. Payee — the one to whom it is paid. 

In addition, there may be one or more indorsers, and one 
or more sureties. 

Notes Receivable 

A note given by a customer is many times considered 
to be superior to a mere open account. This may or may 
not be true. By giving the note the customer has ac- 
knowledged the amount of his debt, but he has done no 
more. A note is no better than an account, should bank- 
ruptcy proceedings be brought against the customer. If 
action is brought on an account, each item thereof must 
be proved, whereas, if an action is brought on a note re- 
ceivable, the note itself proves the amount in question. 

As a rule, no distinction need be made in the accounts 
and upon the statements between the terms "notes" and 
"bills" receivable and payable. The use of the terms 
"notes receivable" and "notes payable" is accepted as 
good usage covering both. 

Notes Receivable 

Debit: Credit: 

1. All incoming items 1- All outgoing items 



& 
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Notes Receivable Discounted 

There are a number of transactions which occur fre- 
quently the effect of which is not realized fully at the 
time the transaction takes place and, as a result, are 
generally not recorded upon the books. This means that 
certain liabilities are incurred which may or may not be- 
come a definite claim, since contingent upon the happen- 
ing of some event. ' ' Notes receivable " is an item of this 
kind under certain circumstances, as when they are in- 
dorsed and discounted; such indorsement makes the in- 
dorser contingently liable to subsequent holders. In case 
the maker of the note fails to pay when the note is due, 
the liability of the indorser is practically sure to become 
a real liability. 

When a note is discounted, the entry many times made 
credits the notes receivable account and debits cash 
and discount. After this entry is placed upon the ledger, 
the amount of the discounted note is removed at once 
from the note account and no effect is given in the books 
to the possibility that the note may eventually be dis- 
honored and become thereby a claim against the business. 
Therefore, this method of handling such a contingent 
liability'is incorrect. 

Because of the contingency mentioned above, the 
proper procedure would be to credit the receipts from 
discounted notes to a notes receivable discounted ac- 
count instead of to the notes receivable account. When 
the indorser is notified of the payment of the note, this 
credit is transferred to the notes receivable account. 
The entries would be as follows : 

1. When the note is received: 

Dr Notes Eeeeivable $^ 

Cr Individual Customer's a/c $^ 

2. When the note is discounted: 

Dr Cash $<j: 

Interest Prepaid $^ 

Cr Notes Receivable Discounted $d 
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3. When the maker pays the note: 

Dr Notes Receivable Discounted $(S 

Cr Notes Eeceivable $^ 

Suppose that the note was not paid when due, and 
that the indorser is required to pay it. The third entry 
above would not be made, but in its stead the two follow- 
ing entries are necessary : 

3. Upon the protest of the note: 

Dr Notes Receivable Discounted $^ 

Cr Cash $^ 

4. To charge back the note to the customer : 

Dr Individual Customer's a/c $^ 

Or Notes Eeceivable $^ 

All protest fees must also be charged against the cus- 
tomer. 

Bills of Exchange 

A bill of exchange is "an unconditional order in writ- 
ing, addressed by one person to another, signed by the 
person giving it, requiring the person to whom it is ad- 
dressed to pay on demand, or at a fixed or determinable 
future time a sum certain in money, to order or to 
bearer. ' ' 

Bills of exchange are of two kinds : 

1. Foreign 

2. Inland 

An inland bill is represented by the ordinary commercial 
draft. A check is a bill of exchange drawn on a bank, 
payable on demand. 

The parties to a bill of exchange are four in number : 

1. Drawer or maker 

2. Drawee 

3. Acceptor 

4. Payee 

The drawer and payee may be the same person; the 
drawee and acceptor usually are the same person. If 
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the acceptor is one other than the drawee, such acceptor 
is known as an accommodation acceptor. 

Sight Drafts 

Checks are considered and treated as cash. Drafts 
are accounted for upon the books in a number of ways, 
dependent upon whether they are sight or time drafts, 
and if sight drafts, whether banks will accept them as 
cash. 

The ordinary sight draft is handled by the payee as 
cash, since the drawee pays cash to the bank as soon as 
notified. Sometimes sight drafts are not accepted by 
banks as cash. If so, the bank is an agent of the payee 
for purposes of collection, and the payee merely keeps a 
memorandum record of the fact that he has sent such 
draft to the bank for collection. Then when the bank 
notifies the payee that the draft has been paid, the payee 
debits cash and credits the account of the drawee. Col- 
lection expenses are charged to an account of that name. 
Suppose, however, that the drawer is not the payee. In 
such case, the drawer receives no cash and upon his 
records he will debit the account of the payee and credit 
the account of the drawee, at the time the draft is drawn. 

Time Drafts 

Time drafts must be accepted by the drawee before 
they are of an accounting significance. In other words, 
the drawee must agree to pay the draft when due and 
must show his intention to do so by writing his accept- 
ance on the face of the draft, because only by so doing will 
he become an acceptor. A time draft may be accepted 
by some one other than the drawee. This other person 
is called an accommodation acceptor. 

No accounting entries are made upon the books of 
any party until the acceptance is made. When accepted, 
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the time draft is a note receivable to the payee, and a note 
payable to the drawee. The one who accepts as an accom- 
modation should handle the draft as a contingent liability. 
The drawee and payee make entries upon their books 
upon acceptance in the same manner they would make 
them for regular promissory notes. If the drawer is not 
the payee, the entries would be the same as those set out 
for the same condition in connection with sight drafts, 
debiting the payee and crediting the drawee after he has 
been notified that the draft has been accepted. 

Investments 

Every business organization is engaged in some par- 
ticular line of business for profit. To do this, capital 
must be made available — an amount which will be ade- 
quate to carry on the business in question. This capital 
will be in the form of assets which the purposes of the 
business require, — cash, accounts receivable, notes re- 
ceivable, merchandise, materials and supplies, etc. The 
amount of capital invested in these assets should not be 
too small or too large. Cash must be available to pay 
off current liabilities when the latter fall due. The 
amount of merchandise, etc., on hand should not be so 
great that the company's payrolls cannot be met. Busi- 
ness profits are usually converted into cash so that fair 
dividends may be paid on the investments made in the 
enterprise. Sometimes the profits have been so great 
that even after a fair return on investment has been paid 
out to the investors in the company, a surplus amount of 
profits will remain on hand. This surplus may take the 
form of cash so that the amount of cash on hand will be 
larger than that required for current business purposes, 
and for dividends. This surplus cash should not remain 
idle. It may be transformed into forms of assets known 
as investments so that a return thereon will be realized. 
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Such a return is outside of the regular business opera- 
tions and must be taken up in the accounts as such. 

Investments are made up of stocks, bonds, mortgages, 
and other property not required in the carrying on of 
the business. Such investments are supposed to be in- 
come producing, the income being in the form of interest, 
dividends, or rent. Investment items may be found in 
the ledger in one or more investment accounts, depending 
upon how numerous they are. Sometimes they are so 
numerous that a separate record is given to them. 

Bonds require the payment of a fixed amount of 
money at a given time. Bonds may be bought at par 
(at face value), below par, and above par, the price being 
dependent upon a number of factors not at the present 
time to be considered. When bought below par, they 
are said to be bought at a discount, and when purchased 
above par they are said to be bought at a premium. The 
return from a bond may be annually, semi-annually, or 
quarterly, on specified dates. Therefore, since bond in- 
terest accumulates in favor of the bond holder month by 
month, provision must be made in the accounts for this 
accumulation at the end of each accounting period. This 
accumulation is called an "accrual." 

Stocks are written evidences of part ownership in the 
assets of a corporation. They are not promises to pay 
a certain sum at a certain date like bonds. The income 
on stocks is in the form of dividends, — distribution of 
the profits of the company whose stock is held. These 
profits become available for distribution only by an af- 
firmative act of the corporation's governing body, — the 
board of directors. Only after dividends have been de- 
clared may they be considered as income. 

Bonds and mortgages as investments consist of two 
instruments. A bond has been described already. The 
mortgage that goes with it secures payment of the bond. 



BALANCE SHEET ACCOUNTS 143 

The bond is the basis of the accounting procedure, the 
mortgage being ignored in this connection. The in- 
terest here may be accrued like that of any other bond. 
Bonds and mortgages should be carried on the books 
at cost. Many accountants carry investments as fixed 
assets, since, although in most cases they are readily 
convertible into cash, such proceeding occurs but rarely. 
Therefore, they are not something which fluctuates con- 
stantly, reflecting the volume of business done. 

Fixed Liabilities 

Fixed liabilities are the long time obligations of an 
enterprise as distinguished from the short time or cur- 
rent obligations. Fixed liabilities usually consist of 
bonds, long term notes, and bonds supported by mort- 
gages. They arise in connection with capital obtained 
for investment in the business. Proprietorship capital 
is not to be considered as a liability, but more as an ac- 
countability. The term of the fixed liabilities extends 
over a period of years. 

A bond already has been defined to some extent. At 
present it may be defined as a written promise to pay a 
definite sum of money at a fised or determinable future 
time. Such a definition applies equally well to other 
forms of obligations. Therefore, we are concerned with 
its effect rather than with what it is. 

The important point concerning fixed liabilities is to 
determine whether or not they are secured liabilities, 
liabilities secured by a mortgage upon the company's as- 
sets. A bond is a secured liability, a lien against a fixed 
asset. Other types of liabilities falling within the defini- 
tion given in the last paragraph may not be secured— as 
a long term note (debenture) , or an income bond. Bonds 
and secured notes always take precedence over deben- 
tures and income bonds. 
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All of these instruments may be disposed of by the 
holder, — the investor, above or below par, that is, above 
or below their face value. 

Mortgages payable account records long time loans 
secured by mortgages. It is kept in a manner similar to 
that of a notes payable account, described a few para- 
graphs below. 

Fixed Liabilities (One Account with Each) 

Debit: Credit: 

1. Reduction by payment or other- 1. Total cost to business 

wise 

Current Liabilities 

Current liabilities, — the short time or current obliga- 
tions of an enterprise mature within a short time, if not 
payable at once. These liabilities are those for which 
funds must be secured to provide for their liquidation. 
Current liabilities are incurred in connection with the 
operating activities, — buying of merchandise to be sold, 
securing materials and supplies, etc. These obligations 
are maturing constantly, and their payment must be met 
out of the realization of current assets. Current liabili- 
ties include such items as accounts payable, notes payable, 
rent due and unpaid, interest due and unpaid, salaries 
and wages due and unpaid, etc. 

A note payable account (sometimes called bill pay- 
able), is an account in which notes or acceptances due to 
creditors are entered as credit items. The account is 
credited for notes or acceptances as issued, and it is 
debited for all payments on notes for which previous 
credits exist. The details of this account are handled 
in a manner similar to those of the notes receivable ac- 
count, only conversely. 

An account payable shows we owe a person or concern 
(a creditor) on an open book account. The caption (title) 
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of the account is the name of the person or concern we 
owe. The account is credited for our obligations as soon 
as we incur them, and it is debited for payments in re- 
duction of these obligations. When the account balances 
(debits equal credits in amount) it is closed and may be 
ruled off so as no longer to enter into any ledger calcu- 
lations. 

Accounts Payable (Each Creditor Separately) 
IJebit: Credit: 

1. Money paid creditors on ac- 1. Amount owed by us at begin- 

count ning 

2. Notes given creditors on ac- 2. Value of goods sold us on ac- 

count count 

3. Purchases returned by us 

4. Discounts given to us 

5. Allowances given to us 

Notes Payable 

Debit: Credit: 

1. All incoming items 1. All outgoing items 

Proprietorship 

Proprietorship already has been considered fully in a 
previous chapter. What is mentioned at this point is in 
the nature of a recapitulation. Proprietorship means 
ownership, the ownership of business assets, an owner- 
ship which is measured by the assets in case no liabilities 
exist, and where liabilities do exist, by the excess of as- 
sets over liabilities. 

Proprietorship (or capital) may be represented by 
various accounts depending upon the type of legal organ- 
ization under review. The capital of a sole trader, or 
partnership, is found in the proprietor's or proprietors' 
account or accounts. Here the account is credited for 
the money or property invested, or which the proprietor 
owns as component parts of the business concern in 
which he is interested. It shows, therefore, not only the 
original investment, but subsequent credits at times for 
salary, profits, interest on capital. Many times separate 
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accounts hold the profits, salary or interest, so that the 
capital account will display the investment of capital 
with subsequent additions thereto or deductions there- 
from. The separate accounts for salary, interest, and 
profits are part of the proprietorship interest. They 
appear separately in the ledger but should appear to- 
gether under "proprietorship" in a statement of assets 
and liabilities, or on the balance sheet. Before such 
statement is prepared, these accounts may be closed into 
the proprietor's account; but this closing does not alter 
what was said about their appearance in the statement of 
condition. 

In a corporation, the various accounts with capital 
stock, undivided profits, and surplus, denote proprietor- 
ship. In a corporation, separate accounts are kept with 
capital stock of each class and its adjuncts due to legal 
requirements. The capital stock, when agreed upon, re- 
mains fixed under the law, and may not be increased or 
decreased without the consent of the state. The capital 
stock account represents the investment of capital, and 
since this amount is fixed, any excess of assets over lia- 
bilities and capital stock is called surplus or undivided 
profits. 

The undivided profits account usually shows the part 
of profits neither paid to OA\Tiers of the business nor 
placed as yet in the permanent account of surplus. At 
times the term is used interchangeably with that of sur- 
plus, but really not rightfully so. For our purpose it is 
perhaps better to consider the use of the undivided profits 
account as an account short of surplus, holding profits 
which will be distributed within a reasonably short time 
as dividends, at least in part. 

The surplus account is credited for the amount of 
profits reserved, to increase the business financial re- 
sources, or simply to represent profits prior to distribu- 



BALANCE SHEET ACCOUNTS 147 

tion of dividends. It represents earnings which may be 
retained in the business, be paid in dividends, or be ap- 
plied against losses. It may be used in conjunction with 
an undivided profits account or it may not. 

As opposed to the undivided profits account, surplus 
then consists of undivided profits which have passed be- 
yond the stage of availability for distribution and have 
been allowed to remain tied up in the assets to strengthen 
the corporation. Surplus then is an accumulation of 
profit. The account is kept separate on the ledger from 
the undivided profits account, and, also, on any statement 
of condition prepared therefrom. 

Vested Propbietorship 

Debit: Credit: 

1. Amoimta or values withdrawn 1. Amounts or values invested 



CHAPTEE VII 
CONTROLLING ACCOUNTS 

The Going Inventory of Merchandise 

. The perpetual inventory was discussed in Chapter IV. 
There it was found to be a detail record supporting one 
of the accounts carried in the ledger — the basic equation, 
the account there described being the oil account, for 
example. The oil account was carried on the ledger 
among the group of asset accounts. It was supported 
by a detail record and the going inventory, the balancing 
totals of the two (the general account and the detailed 
record) being at all times in agreement. The whole is 
equal to the sum of all its parts. 

By way of recapitulation, the following diagram is 
presented. In it, the tie up between the detail record 
and the general record are shown. The same transac- 
tions are assumed. 

The general account with oil (kept on the general 
ledger) appears to resemble closely the going inventory 
record kept with oil (merchandise). In fact, a person 
is tempted to believe that one is a duplicate of the other, 
and that therefore it ought to be possible to substitute 
the going inventory record upon the general ledger in 
place of the general account. If theory and practice 
agreed, that would be true. Theoretically, the substitu- 
tion could be made ; practically, it would not be advisable 
to do so. 

Suppose that three grades or kinds of oil instead of 
one are handled. This would be approaching actual com- 
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mercial conditions more than considering an establish- 
ment handling but one grade or kind. The oil account 
shows the total cost of all the oil purchased, the total cost 
of all the oil sold, and the total cost of all the oil remain- 
ing on hand. For most purposes this may be sufficient. 
On the other hand, suppose that these three grades or 
kinds of oil were merged in the going inventory record. 
Would the latter be of any value ? No ! One could not, 
from an examination of the going inventory, determine 
for each grade or kind, how much was purchased, how 
much was sold, and how much remained on hand. If 
this cannot be done, the going inventory record is of but 
slight value. We have no reliable ready information 
which will assist us in making purchases or sales of any 
one kind or grade. If, for example, invoice No. 2 covered 
a purchase of oil, grade 1, invoice No. 3 related to a pur- 
chase of grade 2 oil, and invoice No. 4 was for a grade 3 
product, three separate going inventory records would 
be required, one for each grade. The balance on hand 
of each grade, taken from the three separate going inven- 
tory records, added together, would account for the 100 
gallons on hand valued at $20, which figure would agree 
with the $20 balance shown in the oil account. 

Therefore, it may be said that these three inventory 
records are subsidiary to the oil account — ^that the oil 
account controls them. 

Controlling Subsidiary Accounts 

Since the oil account contains only in a total figure 
the value of two, three, fifty, two hundred, or any number 
of grades or kinds of oil, and since it is necessary to have 
a detailed record for business purposes of each grade or 
kind of oil carried, the result is that a going inventory 
record should be carried for each grade or kind of oil 
dealt in. 
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Since each going inventory record gathers up the 
transactions only with one certain grade or class of oil, 
each record of this kind is an account. Such a record is 
a record of financial facts of the same or opposite ten- 
dency leading to a conclusion, the conclusion that a cer- 
tain amount of a certain grade or kind of oil is on hand. 
The previous definition of an account has, therefore, not 
been violated, and as a result, each inventory account may 
be considered as a subdivision or sub-account of the oil 
account. In accounting language, all of these going in- 
ventory accounts are called detail accounts. The aggre- 
gate balance of the whole group of detail accounts must 
show the same figure as is shown by the one debit balance 
in the oil account, representing the value of all the oil on 
hand. 

The detail accounts are carried in a separate ledger, 
a detail ledger. The general account is carried with the 
other general asset accounts on a separate ledger, a 
general ledger it is called. 

Alternate Method of Recording Merchandise 

There exists another method by means of which mer- 
chandise is recorded on the books of a commercial enter- 
prise. This other method will not be considered at this 
point; it has already been discussed. It is sufficient to 
remember that whenever possible, the inventory method, 
which has just been discussed, should be used in prefer- 
ence to the alternate method which may be used. 

Accounts Receivable 

In discussing the controlling account as applied to 
accounts receivable, it is necessary to consider the sub- 
ject from two points of view: 

1. Its establishment. In this connection we shall 
use the amount of accounts receivable of $10,000 as 
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shown in the opening statement of condition as dis- 
cussed in a former chapter. 

2. Its operation. This is based upon subsequent 
transactions, sales of oil on account and later pay- 
ments by trade creditors of part of the amounts they 
owe us. 

Accounts receivable represent amounts owed us by trade 
debtors. The opening statement shows that $10,000 
in accounts receivable are owed to us, but it does not 
show wiiO are the persons or firms who owe the various 
amounts making up this total or how much is owed by 
each. It only informs us how much all debtors together 
owe us. Therefore, the informational value of such a 
method of recording accounts receivable is of small sig- 
nificance. 

As a result, it will be necessary either to split the ac- 
counts receivable account into separate accounts with each 
debtor, or to keep individual debtors' accounts in the 
ledger in addition to the one accounts receivable account. 
The accounting equation will not be destroyed by either 
method. 

Suppose the total of $10,000 is composed of the debts 
of three concerns, — A, B, and C companies, — A, $5,000; 
B, $2,000; C, $3,000. If the one accounts receivable ac- 
count is eliminated and one account for A, one for B, and 
one for C are substituted in its stead, the three accounts 
would appear as follows : 

A Co. B Co. c Co. 

$5000.00 I $2000.00 I $3000.00 I 

There are three debtors and there is an account for each. 
If there were ten debtors, or a hundred, or a thousand, 
or five thousand, one account for each would be needed. 
It is not difficult to see that when a certain point in our 
business development was reached there would be so 
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many separate accounts with individual customers that 
the ledger would be filled completely with them, and as a 
result, there would be but little or no room in that ledger 
for keeping the other accounts that are in use. 

If, say, 500 such individual accounts are carried, how 
could the total amount of debts owed by customers on 
account be ascertained? The only method would be to 
balance each individual customer's account and then list 
the 500 debit balances, totaling this list to secure the 
needed total. Such a procedure wastes valuable time in 
a busy oflSce and costs a considerable sum of money in 
the salaries that would have to be paid clerks to carry out 
this process. Likewise, when the total amount is se- 
cured, what reasonable assurance is there that this total 
is correct? None. To prove that no error has been 
made in the computation takes a large amount of addi- 
tional time with a resulting increase in the cost of opera- 
tion. Obviously, a satisfactory solution of the problem 
has not yet been secured. 

Accounts Receivable Controlling Account 

In the consideration of merchandise (oil) at the begin- 
ning of this chapter, the various going inventory accounts 
were not substituted in place of the oil account. The oil 
account was used as a summary or controlling account 
over as many subsidiary accounts as was necessary. 
The debit balance of the controlling account was equal 
in amount to the aggregate balances of the subsidiary 
accounts. 

The same plan may well be used in the present in- 
stance for recording the various trade debtors' accounts. 
The accounts receivable account will be used as before, to 
record all the debits and all the credits of all the cus- 
tomers. The debit balance of this one account (control- 
ling account) should always be equal in amount to the 
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total value which is owed to us by all the customers. It 
is the amount that should be shown upon the balance 
sheet as "accounts receivable." 

Likewise, as in the consideration of merchandise, 
where it was said that the going inventory record was 
carried in a detail ledger (book or card container) and 
the general account with merchandise (in this case oil) 
was carried on the general ledger, so in the present case 
when the accounts receivable become too numerous to be 
conveniently carried on the general ledger, they may be 
carried on a subsidiary ledger also. The use of a ledger 
especially set apart to contain them, leaves the control- 
ling account "accounts receivable," on the general 
ledger. 

Now suppose that D Co. purchases merchandise from 
us in the amount of $50, on account, that B Co. purchases 
merchandise on account to the amount of $25, and that 
A Co. sends us a check for $150 in part payment of the 
amount they owe us. How will the transactions affect 
the controlling account and the detail accounts ! 

The following diagram shows the effect of our suppo- 
sition. Every addition to a detail account means an equal 
addition to the controlling account, and every reduction 
therein (as by the receipt of a check from a customer) re- 
quires an equal reduction or deduction from the control- 
ling account. The figures added to the control and also 
to the detail accounts in both instances are taken from 
the original documents relating to the transactions. 



A Co. 



Customer's Ledgeb 
B Co. C Co. 



D Co. 



Bal. $5000 



$5000 



Bal. $4850 



Cash $ 150 Bal. $2000 
Bal.. 4850 Sale 25 



$5000 



$2025 



Bal. $2025 



Bal. $2025 Bal. $3000 



$2025 



Sale. $50 
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General Ledger 
Accounts Receivable 



Open, Bal. 
B. Co. ... 
D. Co. ... 


.$10000 
25 
50 


Cash . . . 
Balance 


..$ 150 
. . 9925 




$10075 


$10075 


Balance . 


.$ 9925 





An abstract of the customers' ledger shows the follow- 
ing: 

A Company $4,850.00 

B Company 2,025.00 

C Company 3,000.00 

D Company 50.00 



$9,925.00 



The aggregate total of $9,925 agrees with the balance 
displayed in the controlling account. Therefore, it may 
be assumed that the work thus far has been correct. If 
one bookkeeper has complete charge of the general ledger, 
and another has complete charge of the detail customers ' 
ledger, and both state that the balance owed to us by 
customers is $9,925, there is good reason to assume the 
bookkeeping has been correctly carried out. 

Accounts Payable and the Controlling Account 

The account of "accounts payable" records the trade 
debts we owe creditors on open account. When we com- 
menced the business, as shown by the opening financial 
statement, the amount was $3,000. Assume that this 
$3,000 is composed of debts to two creditors, X, $2,000; 
Y, $1,000 ; that $500 worth of merchandise was purchased 
on account from Z, and that we sent X a check for $1,000. 

If we owed a dozen different concerns, this account 
would not tell us how much we owed to each one. Here, 
as was the case before the method of handling the ac- 
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counts receivable was revised, only the amount owed to 
all of our creditors together could be ascertained. 

Therefore, for the same reasons as were cited previ- 
ously, it is necessary to separate the accounts payable 
account into separate accounts with each creditor or to 
keep individual creditors* accounts in addition to the 
one accounts payable account on the general ledger rec- 
ord, the record in which are kept the accounts in con- 
formity to the basic equation. 

Also, for the same reasons as were advanced in the 
discussion of accounts receivable, it is found expedient 
to adopt the method by which the accounts payable ac- 
count is used as a summary or controlling account, and to 
provide as many subsidiary accounts as may be necessary. 

The following diagram shows the effect of this method 
of handling the accounts payable. Bear in mind, as 
before, that whenever a detail account is increased or 
decreased a certain sum, the controlling account must 
also be either increased or decreased by a corresponding 
amount. 

Ceeditobs' LnajQEB 
X Co. Y Co. Z Co. 



Cash. $1000 
Bal. 1000 


Bal. .$2000 


$2000 


$2000 




Bal. .$1000 



Bal. .$1000 



Genebal Lhixier 
Accounts Payable 



Pur. . . $500 



Cash $1000 

Balance 2500 



$3500 



Open. Bal. . 
Z Co 



.$3000 
. 500 



$3500 



Balance $2500 

The creditors' ledger abstract displays the following: 
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X Company $1,000.00 

Y Company 1,000.00 

Z Company 500.00 

$2,500.00 



The aggregate total of $2,500 agrees in amount with the 
balance displayed in the controlling account. There- 
fore, it may be assumed that the work thus far has been 
correct. 

More Than One Controlling Account Over a Similar Class 
of Transactions 

When the business of a concern assumes large propor- 
tions, the use of one controlling account over the cus- 
tomers' and over the creditors' accounts may be insuffi- 
cient. If, for example, we have $100,000, made up of 600 
items, to be entered, say, in 300 different customers' detail 
accounts, and during the process of entry an error is 
made which is not discovered until the work of entry 
has been completed, it will be necessary to recheck all the 
entries which have been made, in order to locate that 
error. 

However, in an establishment such as has been as- 
sumed, it is entirely probable that two, three, or more 
controlling accounts will be carried; assume, for exam- 
ple, that three are carried. One will be carried for cus- 
tomers whose names begin with the letters of the alphabet 
A-H, another for customers with letters I-N, and the 
third for accounts of customers 0-Z. 

Under this plan the whole $100,000 would not be en- 
tered to the debit of one controlling account. The 600 
items would first be sorted into three groups. Suppose 
the 600 sales were distributed among purchasers as fol- 
lows: 
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Customers A— H 200 items $30,000 

Customers I— N 150 items 40,000 

Customers 0— Z 250 items 30,000 

600 items $100,000 

The total of $30,000 would be entered to the debit of 
accounts receivable controlling account A-H, the detail 
items (200 in number) being entered in the detail sub- 
sidiary accounts A-H. This one controlling account and 
its detail subsidiary accounts form one complete unit. 
The aggregate total of the balances in this group, A-H 
accounts, must agree exactly with the balance shown in 
the controlling account over the group. 

In a similar manner, each of the other group of items 
may be entered in the detail accounts pertaining thereto, 
150 items to detail accounts I-N, and 250 items to detail 
accounts 0-Z. The accounts receivable controlling ac- 
count I-N would be debited with the whole amount of 
$40,000, and the accounts receivable controlling account 
0-Z with the entire amount of $30,000. 

Errors Localized 

Now that the accounts have been divided in this man- 
ner, what help may be secured from such division in 
locating the error! The error may be in one of the three 
groups of accounts. Compare the total balances of the 
detail accounts A-H with the balance in their controlling 
account. Suppose that the two balances are in agree- 
ment. Evidently, the error is not in this section of the 
work, and it is, therefore, unnecessary to recheck the 200 
items within this group. 

A comparison of the total balances of the detail ac- 
counts I-N with the balance in their controlling account 
shows that the two balances are not in agreement. The 
same procedure applied to the third and last group of 
accounts shows the balances agree. Evidently, the error 
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is confined to the 150 items in the accounts I-N only, 
and only these will have to be rechecked until the error has 
been discovered, saving the necessity of checking out 
either of the other two groups of accounts. 

The process described, segregating the bookkeeping 
records into numerous controlling accounts and corre- 
sponding detail accounts will localize almost all errors 
that may creep into the bookkeeping work on the ledger. 
The modern medium or large sized enterprise could never 
keep its accounting records up to date without using con- 
trolling accounts to assist it in quickly running down 
errors. Errors are bound to creep into the bookkeeping 
work from time to time in spite of all the cares and 
precautions bookkeepers take to eliminate them. When 
they do creep in, they must be found quickly in order that 
the accounts kept will present a true record of financial 
transactions. The controlling account is a most valuable 
expedient to use whenever possible. If a proper system 
of controlling accounts is maintained, all precautions 
observed by bookkeepers, except that of carefulness, may 
be discarded. 

Further Use of Controlling Accounts 

Thus far, the controlling accounts described have been 
kept with 

Merchandise (or Material) 
Accounts Receivable 
Accounts Payable 

The controlling account principle may be used in con- 
nection with numerous other classes or groups of accounts 
of sufficient magnitude to make it desirable. Some of 
the more common of these classes or groups with which 
controlling accounts are used may be stated as fol- 
lows: 
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Notes Receivable 
Notes Payable 
Capital Stock 
Investments 

What has thus far been said above concerning controlling 
accounts applies equally well with reference to their 
establishment in connection with these other accounts, or 
with any class of accounts of sufficient size not included 
above. 

More will be said concerning controlling accounts when 
special accounting records are discussed, records other 
than the ledger (known as records of original entry). 

Summary of Advantages in Using Controlling Accounts 

From all that has been said concerning controlling ac- 
counts, the foUoAving maj' be deduced as the advantages 
accruing from their use. Briefly stated, the advantages 
are as follows : 

1. The condition of the business may be ascer- 
tained from an examination of the general ledger 
accounts before all the detail transactions have been 
entered upon the other (subsidiary) ledgers, or be- 
fore these ledgers have been proved up. 

2. They enable the head bookkeeper to ascertain 
what should be tne totals of the subsidiary ledgers 
before the entries therein have been completed, and 
whether the balances submitted to him by the persons 
who keep the detail ledgers are correct or not. 

3. They greatly facilitate bookkeeping work by 
localizing errors. 

Asa word of caution concerning the use of controlling 
accounts, the following statement is made: Entries to a 
controlling account should never be made from the figures 
found in the subsidiary accounts. The control feature 
would thereby be destroyed. A comparison between the 
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control account total with the total of the accounts sub- 
sidiary thereto would be useless, since both totals would 
come from the same source; each would not be accumu- 
lated separately. If the control figure is made up from 
data found in the subsidiary accounts, the supposed con- 
trolling account is no longer a controlling account ; it has 
now become a summary account. 

Ledgers for Controlling Accounts 

A ledger has been defined as a book which contains 
accounts. Controlling and other general accounts should 
be kept in one ledger. Each group of accounts subsidiary 
to a general ledger controlling account should preferably 
be carried in a separate ledger. The following diagram 
shows some of the various ledgers that may be kept in a 
commercial establishment : 

One general ledger with a controlling Subsidiary Ledgers 

account far each of the following: 

(Accounts Receivable 
Ledger or Custom- 
ers Ledger or Sales 
Ledger 

(Accounts Payable Led- 
ger or Creditors' 
Ledger or Purchase 
Ledger 

„-_,,. f Individual stock f Stores Ledger or Stock 

3. Merchandise | ^^^^^^^s in [ Ledger ^ 

May be supported by 
a ledger containing 
individual accounts 
showing owners of 
stock 



4. Capital (Net Worth , Usually one account 



Investment) < ^^jy 

5. Profit and Loss 
(Capital in- 
creases and de- 



creases) /individual profit and/ 

\ loss accounts in \ 



Profit and Loss Led- 
ger 



A profit and loss controlling account is seldom used ex- 
cept in a large company. Unless it is used, a subsidiary 
profit and loss ledger would not be required. Some- 
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times, an expense ledger is used, in which case a control- 
ling account of loss or expense would be carried. 

Debits and Credits to the Controlling Account 

The items which have been posted individually to sub- 
sidiary accounts carried in a subsidiary ledger are 
controlled by a general ledger account to which are posted 
the totals of these items which have been posted indi- 
vidually. 

A scrutiny of the last section will show that control- 
ling accounts are usually provided for all the ledgers ex- 
cept the general ledger, such as : 

1. Customers' Ledger 

2. Creditors' Ledger 

3. Private Ledger 

4. Expense Ledger 

5. Plant and Equipment Ledger 

In other words, a subsidiary ledger with its controlling 
account may be provided for any class of transactions so 
numerous that a large portion of the time of one or more 
clerks is required to keep it, or for a number of accounts 
regarded as confidential. 

The following outline account shows the various post- 
ings to the customers' ledger controlling account: 

Customers' Ledger Coxtkol 

Debit: Credit: 

1. Total of opening balances 1. Cash received on account 

2. Sales total as recorded 2. Discounts granted customers 

3. Protested or returned checks, 3. Returns and allowances granted 

notes, etc. 4. Notes and acceptances received 

4. Other cash debits 5. Accounts written off 

5. Interest charged to customers 6. iliscellaneous credits 

6. Miscellaneous debits 

The balance of this account will be a debit and should 
equal the total of the balances of the accounts in the cus- 
tomers' ledger. 

The operations of controlling accounts and subsidiary 
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ledgers for customers, creditors, expenses, plant and 
equipment, and for other asset accounts are much alike. 
The handling of a private ledger is somewhat different, 
but will not be considered until later. 

Notes Receivable Ledger 

The notes receivable account in its simplest form is 
supposed to contain an itemized record of all notes re- 
ceived. Each note is included in the account with the 
others, but each note must be treated individually and 
when payment has been made must be eliminated from 
the account. 

If the number of notes receivable is so large that it is 
not practical because of confusion to keep an individual 
record of each note in the usual way, a detail and auxiliary 
record may be used. When done, the notes receivable 
account in the ledger need not contain as complete a 
record as before, and the account would indicate only the 
totals of the items going into the subsidiary record. The 
notes receivable account upon the general ledger in such 
case would be in reality a controlling account. 

The individual items would be posted to the subsidiary 
record in detail, and to the general ledger account in full, 
periodically. As the notes are paid, individual items are 
credited in the subsidiary record and the total credits 
for each period are entered upon the general ledger 
account. 

Suspense Ledger and Suspense Account: Doubtful Ac-, 
counts Receivable 

As soon as an account receivable is past due and un- 
paid, although not considered entirely bad, the account 
should be taken from the regular customers' ledger 
and placed in a "doubtful accounts" ledger. When an 
account has been finally adjudged as lost to the concern. 
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either by virtue of the running of the statute of limita- 
tions or from failure of the customer — he having been 
declared a bankrupt — it should be written off as a bad' 
debt. Care should be observed not to write off an ac- 
count as bad and uncollectible until it is considered 
wholly lost ; when once written off, no control exists over 
it further and it will be entirely lost track of. 

Over this doubtful accounts ledger there should exist 
upon the general ledger a controlling account therefor. 
When an account is transferred to this ledger, the con- 
trolling accounts of both ledgers must be adjusted prop- 
erly. 

Some accountants call such a ledger as has been dis- 
cussed in this section a "suspense" ledger and its con- 
trolling account the "suspense" account. Again, one 
should notice that in accounting, a name means but little, 
and that purpose means everything. Other accountants 
state that a suspense account is one containing items 
which, for some reason or other, cannot or have not, tem- 
porarily, been posted to their proper accounts. As 
their proper allocation is determined, these items are 
taken out of the suspense account and entered in the ac- 
counts to which they belong. 

Again, when a ledger is found to be out of balance, 
the discrepancy may be charged or credited, as the case 
may be, to a "suspense" account. Then as the errors 
are discovered which caused the discrepancy, the sus- 
pense account balance is gradually reduced. 

In fact, all three views concerning the suspense ac- 
count are correct. It matters not what name an account 
carries, its purpose governs its use. 

Stores Ledger and Materials Account 

A careful record should be kept, especially in cost ac- 
counting, of all stores on hand. A complete record of 
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each article is made, and over this record is placed a con- 
trolling account upon the general ledger called "Mate- 
rials. ' ' Every item purchased is charged to the materials 
account upon the general ledger and also the account 
representing that item in the detail record, the latter 
record being called a "stores ledger." 

All detail credits to the detail record are credited like- 
wise to the materials account, the entries thereto always 
being made in total at the end of a specified period of 
time. At the end of any period of time the value of the 
stock on hand should equal the balance shown in the mate- 
rials account and the total of the individual items in the 
stores record. This topic has been considered in detail 
already in the former chapter on the going inventory. 

Primary Account 

A primary account is a main or principal account 
appearing upon a general ledger as a controlling account 
containing in total the items recorded in other accounts — 
detail accounts recorded in a separate section of the 
general ledger or in a special subsidiary ledger. If only 
one ledger is used, the primary account appears in the 
general section thereof. 

Adjustment Account 

Sometimes those who keep the subsidiary ledgers are 
not permitted access to the controlling accounts on the 
general ledger controlling those subsidiary ledgers. 
This may be because the management does not want these 
ledger keepers to have anything to do with the general 
ledger, which is advisable, or because the detail ledgers 
are located in offices or cities other than the one in which 
is kept the general ledger. When such is the case, the 
detail ledger keepers may desire to have some means at 
hand to control, as it were, the detail entries they make. 
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To secure this control each subsidiary ledger is made 
self -balancing by placing thereon an adjustment account 
which will contain the complement of all detail entries 
made in such detail ledger. This adjustment account 
holds exactly the same items that are in the controlling 
account carried on the general ledger, except that it would 
show them on the opposite sides of the account. 

The advantage of using adjustment accounts lies in 
the fact that each detail ledger keeper may prove his own 
work without paying attention to the controlling account 
over his ledger, and at the same time permitting the con- 
trolling account on the general ledger to hold all the re- 
quired information about the subsidiary ledger's accounts 
so that in the central office summary statements may be 
prepared easily and quickly. 

Collective Account 

A collective account is an account in which each item 
therein retains its identity during the life of the account. 
In other accounts, this is not the case, because the latter 
absorbs the items entered into them. Collective accounts 
are used either to consolidate a number of accounts for 
the purpose of condensing information without breaking 
up the individuality of the accounts so consolidated, or 
they are used for statistical purposes. 

Illustrative collective accounts are : 

Notes Eeceivable Sundrv Debtors 
Notes Payable C. . D. Debtors 



CHAPTER VIII 
PROFIT AND LOSS ACCOUNTS 

Accounts Short of Proprietorship 

Increase in wealth, — in proprietorship, — is the reason 
for carrying on business. When wealth has increased, 
it follows either that the assets or their equivalent have 
been increased or, that the liabilities have been dimin- 
ished, or that both of these adjustments have taken place. 

The accounts kept with proprietorship are the scales 
in which are weighed the wealth increases. The success 
or non-success of business activity must be analyzed so 
that the causes therefor may be known. Without such 
an analysis, the planning of future activities in the light 
of past experience will be impossible. Since this analysis 
cannot be secured properly by an examination of the 
proprietorship accounts alone, the items of success or non- 
success are recorded temporarily, during each accounting 
period, in accounts short of, or subordinate to, the 
vested proprietorship accounts. Each of these tempo- 
rary accounts represents a group of events based upon a 
common cause. This class of accounts is known by vari- 
ous names, such as: loss and gain accounts, economic 
accounts, profit and loss accounts, and expense and 
income accounts or vice versa. The profit and loss ac- 
counts are kept open for the prescribed accounting period 
at the end of which time their amounts are transferred 
to the summary account of profit and loss, the net amount 
of which summary account subsequently is carried into 
the main proprietary accounts. 

The accounts recording wealth decreases are for serv- 
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ices received; those recording wealth increases are for 
services rendered. Accretions to capital, not earned, but 
contributed, should not be found in the profit and loss 
accounts. The use of the profit and loss accounts really 
marks the dividing line between single and double entry 
bookkeeping. 

Classification of Income and Expense Accounts 

The asset and liability accounts affect persons outside 
of the business. The proprietorship accounts (showing 
investment interest) and the profit and loss accounts 
(showing fluctuation in investment interest due to busi- 
ness activity) affect the persons inside the business. Be- 
cause of this fact, and because the profit and loss accounts 
point out the reasons for business success or failure as 
minutely as may be desired, the classification of the profit 
and loss accounts well may be made more minute and 
detailed than the classification and arrangement of the 
asset and liability accounts. Also, the care with which 
this classification and arrangement is made is more 
dependent upon the desires of the management than upon 
anything else, which fact cannot be said to be true of the 
asset and liability accounts. 

The profit and loss accounts are discussed in this 
chapter according to the main group position they occupy 
upon a profit and loss (profits and income) statement, 
which is prepared from them as they stand upon the 
ledger. The makeup of this statement practically is the 
same as that of the summary account of profit and loss ; 
the two contain exactly the same elements of proprietor- 
ship increase and decrease, the statement being prepared 
from the facts displayed in the summary profit and loss 
account. 

The account groupings to be considered in this chap- 
ter are : 
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A Operation income 

1. Sales income 

2. Cost of sales 

3. Selling expense 

4. Administrative and general expense 
B Additions to income 

C Deductions from income 

D Profit and loss credit adjustments 

E Profit and loss debit adjustments 

Income (One Account with Each Class) 
Debit: Credit: 

1. Deductions from all items of 1. All items of income secured 

income shown contra 

Expense (One Account with Each Class) 
Debit: Credit: 

1. All items of cost and expense 1. Deductions from all items of 

expense shown contra 

Income from Sales 

The income from sales group of accounts is made up 
of the profit and loss accounts representing gross sales, 
returned sales, trade discount, sales allowances, rebates, 
out freight and cartage. The amounts recorded in the 
accounts making up the first item are offset by some or 
all of the amounts found in the accounts representing the 
other items. The net result here gives "income from 
sales." When a sale has taken place, the sales price that 
the seller fixes for the sale constitutes the gross income 
from that sale.* The price attached to the total sales 
made, establishes and constitutes the item of "gross 
sales." 

When goods which have been sold are returned by the 
purchaser, for some reason or other, and the seller has 
accepted the return thereof, there are good grounds for 
setting up an account in which such returns may be re- 
corded. Gross income from sales, in good accounting, is 
not considered as being reduced by such a procedure, 
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but rather a deduction therefrom has taken place. The 
total amount of this deduction should be ascertained 
separately, and its net amount should be shown in a 
separate profit and loss account, later to be displayed on 
the profit and loss statement as a deduction from the 
gross amount of sales, the result being set out as "net 
sales." 

It is possible, at the end of the accounting period, 
when determining the net result of the business opera- 
tions as disclosed in the detail profit and loss accounts, to 
set up on the ledger a sub-summary account called "net 
sales," which is subsidiary to the summary account of 
profit and loss; the profit and loss accounts whose bal- 
ances enter into the computation of net sales are then 
closed out into the net sales account and, in turn, the bal- 
ance of this latter account is closed out into the summary 
account of profit and loss. This procedure is advised in 
order that the student may become thoroughly familiar 
with the handling and the position of the economic ac- 
counts upon the ledger. 

Trade discount is another item which some say affects 
net income from sales. Trade discount is an adjustment 
of list price, the price quoted by the vendor in his cata- 
logue which he sends to prospective customers. Trade 
discount deducted from list price gives the sales price 
each purchaser should enter upon his lodger as the 
amount he owes the vendor (creditor) 'from whom he 
bought. Trade discount, therefore, does not enter upon 
the bookkeeping record. It is deducted from the face of 
the sales invoices, the latter then being entered in the 
books, net. Sales discount will be discussed later. 

Sales allowances cover claims of customers on account 
of goods which have reached their destination in a defec- 
tive condition, — broken, damaged, or which have been 
lost in transit between the seller's and the buyer's place 
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of business. Such allowances reduce the amount the 
seller will receive from the buyer. Their amounts should 
be collected together in a separate economic account, the 
net result of which should be considered as a deduction 
from sales. 

Rebates are treated as sales allowances. They seldom 
exist since the law prohibits the giving of rebates. One 
economic account may be used in which to record both 
the allowance items and the rebate items. This account 
is entitled "sales rebates and allowances." 

"Out-freight and cartage" is a proper account caption 
for an account in which are recorded items of freight 
charges and cartage charges on sold goods. The net 
amount of this account should be considered as a deduc- 
tion from sales. If the items making up the total out- 
freight and total out-cartage charge are many, a separate 
account may be set up with each class. 

What has been mentioned up to this point is shown in 
the following diagram : 



Gross Sales 



Returned Sales 



Net sales... 10,000 Total 10,000 Total l.OOOlNet sales. . . 1,000 



Net Sat.bs 



Returned sales 1,000 

Sales income 9,000 



10,000 



Gross sales 10,000 



10,000 



Sales Allowances Sales Rebates 



Outfreight 



Outcartage 



Tot. 200|Sal. In. 200 Tot. 50|Sal. In. 50 Tot. 25|Sal. Inc. 25 Tot. 25|Sal. Inc. 25 

Sales Income 



Sales allowances 200 

Sales rebates 50 

Outfreight 25 

Outcartage 25 

Balance 8,700 



9,000 



Net sales 9,000 



9,000 



Balance 8,700 
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Cost of Sales 

The group of accounts found in both a manufacturing 
establishment and in a trading enterprise discussed next 
is called the "cost of sales" group. The first deduction 
from gross earnings under the title of "sales" or other 
similar caption is the cost of sales. 

In an industrial concern the cost of sales is the cost 
of goods manufactured and sold and the cost of any goods 
purchased for immediate resale. The latter cost is met 
only in enterprises which sell products other than the 
ones which they themselves manufacture. 

The cost of manufacture, — material, labor, and factory 
expense, corresponds roughly to the net purchases of a 
trading concern. The cost of manufacture combined 
with the unsold output at the beginning of the period and 
a similar output at the end of the period, gives the cost 
of the goods sold. 

The cost of sales group includes accounts of three 
main types : 

1. Materials and supplies (raw or finished) — direct 

2. Labor — direct 

3. Overhead expense 

The accounts with materials and supplies may be ana- 
lyzed into their components of : 

Purchases 
In freight 
In cartage 
Purchase department salaries and expense 

Something already has been said in previous lectures 
concerning the accounts with materials and supplies. 

Labor accounts are divided into those representing 
direct labor and those representing indirect labor. Di- 
rect labor is labor which can be allocated specifically to 
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the units of product being manufactured, — the work of 
employees engaged directly in the manufacture of units 
of product. Indirect labor cannot be allocated specific- 
ally to the units of product being manufactured. It in- 
cludes such items as the wages of foremen, laborers, and 
helpers. 

Overhead expense, — factory or manufacturing ex- 
pense, — includes such items as the superintendent's sal- 
ary, salaries of the factory clerks (on factory records), 
expense of the factory office, heat, light, power, factory 
supplies, etc. 

The amounts of materials and supplies directly used 
plus the amounts of direct labor constitute what is known 
as "prime cost." Prime cost plus factory expense con- 
stitute "manufacturing cost." 

Several classes of items should be mentioned in connec- 
tion with purchases, and an account should be kept with 
each one. These items, — returned purchases, and pur- 
chaser's rebates and allowances, bear the same relation to 
gross purchases that returned sales, and sales rebates 
and allowances bear to gross sales; they are deductions 
from gross purchases, and must be taken into considera- 
tion when determining the actual amount of purchases 
secured. 

A "cost of sales" account (a sub-summary account) 
may be opened at the close of an accounting period into 
which are closed the various accounts found within this 
group. The account with materials and supplies is taken 
first. The difference in amounts of the opening and clos- 
ing inventories must be considered. Subsequently, the 
items of gross purchases, in freight (if amount is large, 
a portion may be held out as applicable to purchases not 
used up), and purchasing department salaries and ex- 
penses will be debited to the account. The items of 
returned purchases, and purchase rebates and ^Uow- 
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ances, are credited to the account. Then the amount of 
the direct labor is debited to this account. The factory 
expenses will be debited thereto, also. The difference 
between the opening and closing amounts of the inventory 
of goods in process of manufacture will be closed into the 
cost of sales account. Lastly, the difference between the 
opening and closing amounts of the inventory of finished 
goods will be closed into the "cost of sales" account. In 
short, what has been mentioned up to this point is set out 
in the following diagram : 



Gross Purchases — Materials and 
Supplies 



Returned Purchases 



Total 



.,000 I Xet. Pur. . $1,000 Net. Pur. ... $100 I Total $100 



Net PtTBCHASES 



Gross Pur. 



,000 



$1,000 



Returned Pur. 
Cost of Pur. . 



.$ 100 
. 900 

$1,000 



In-Freight 



In-Cartage 



Total $10 C of P $10 


Total $10 C. P 


. ..$10 


Pur. Dpt. Sal. & Ex. 


Pur. Reb. & Allws. 




Total $S0 C. P $80 


C. P $50 Total .... 


...$50 


Cost of Purchases 





Net purchases $ 900 

In freight 10 

In cartage 10 

Pur. Department 80 



$1,000 



Pur. R. & A $ 50 

Consump. M. & S 950 



$1,000 



Consumption of Materials and Supplies 




Cost of purchases $ 950 

Decrease in inventory of mate- 
rials and supplies 100 


Balance to Mfg 


$1,050 


$1,050 


$1,050 



Total $300 
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Labor — Direct Inventory — Materials and Supplies 



Consumption of Materials and 

Supplies $1,050 

Labor — direct 300 

Factory expense 500 



Bal. toMfg..$300 Beginning . .$200 

$200 
Inventory ..$100 
Manttfaotubing Cost 



Ending $100 

Bal. to Cons. 100 



$1,850 



Inventory in process $ 100 

Balance to cost of sales 1,750 



$1,850 



Inventoby in Pbocess 



Beginning . . $500 
Bal. to Mfg. 100 



Inventory 
Superintendence 



Ending $600 



$600 



Labor — Indirect 



Total $300 I Fac. Exp. ..$300 I Total $50 I Fac. Exp. ...$50 

Salaries — Fac. Clerks Factory Offi ce Exp. 

Total $50 I Fac. Exp. . . .$50 I Tota,l $25 I Fac. Exp. . . .$25 

Heat — Light — Power Factory Supplies 



Total $50 I Fac. Exp. . . .$50 I Total $25 I Fac. Exp. 

Factory Expense 



. .$25 



Superintendence $300 

Labor — indirect 50 

Salaries — factory clerks 50 

Factory office expense 25 

Heat — Light — Power 50 

Factory supplies 25 

$500 



Balance to Mfg. Cost 



.$500 



$500 



Cost of Sales 




Manufacturing cost $1,750 

Inventory — finished goods . . . 200 


Balance 


$1,950 


$1,950 


$1,950 


Balance — representing total 
cost of sales $1,950 
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Inventory — Finished Goods 



Beginning $1,000 



$1,000 



Ending $ 800 

Balance to C. of S 200 



$1,000 



Inventory $ 800 



In the account of inventory of material and supplies, the 
balance of $100, which has been closed into the account 
of consumption of materials and supplies might have 
been closed into the purchases account instead, whether 
representing an increase or decrease ; the ultimate result 
would not have been changed. 

The cost of sales account could be kept exactly as sug- 
gested in the paragraph preceding the above diagram, 
without the use of any accounts intermediate thereto. 
However, the diagram of accounts just presented is 
worked out a trifle differently to harmonize with the form 
of profit and loss statement that is usually advocated 
as being the most desirable. The figures presented do 
not represent an actual case. The student should study 
the above schedule of accounts in order to familiarize 
himself with the suggested groupings. The cost of sales 
account is an account subordinate to the profit and loss 
account, and the summary accounts within the cost of 
sales grouping are subordinate to the cost of sales ac- 
count. 

Even when using the cost of sales account by itself 
without the subordinate collective accounts, it is well to 
group the items therein in conformity with the plan of 
the above grouping so that when the statement of profit 
and loss is drawn, its preparation will be facilitated. 

If the business under consideration is not a manufac- 
turing enterprise, the cost of sales account will not 
include the cost of any manufacturing operations, and the 
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inventory to be considered will only be that of finished 
goods, goods held for sales purposes. The handling of 
the cost of sales account, therefore, is similar under 
either state of facts. 

The cost of sales account and the collective accounts 
subordinate thereto are placed upon the books and used 
only at the close of the accounting period. During that 
period they remain entirely inactive and closed, only the 
detail profit and loss accounts being used. 

Gross Profit on Sales 

In a previous section of this chapter, the profit and 
loss accounts found in the group called the "income from 
sales" group were . considered. In the last section, the 
economic accounts forming the "cost of sales" group 
were discussed. If now the net result of the cost of 
sales group is deducted from the net result of the income 
from sales group, the result secured is known by the 
term "gross profit on sales." The gross profit on sales 
does not include the costs of selling, the costs of adminis- 
tration, and the costs incurred in connection with secur- 
ing and using capital. 

If desirable, a sub-summary account, "gross profit on 
sales," may be placed upon the ledger into which at the 
end of each accounting period will be closed the balance 
of the sales income account and the balance of the cost 
of sales account. 

Selling Expense 

The profit and loss accounts grouped under the head of 
"selling expense" relate entirely to the sales department. 
They may consist at least of some or all of the following 
accounts : 

Advertising 

Customers' Entertainment 
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Salary of Sales Manager 
Salaries of Sales Office Clerks 
Miscellaneous Sales Office Expenses 
Salaries of Salesmen 
Traveling Expenses of Salesmen 
Commissions of Salesmen 

The sales manager may be an official who devotes only 
part of his time to sales management. A proper propor- 
tion of his salary then must be considered as a selling 
expense. Salesmen's traveling expenses include all ex- 
penses from the time the salesman leaves on his trip 
until he returns. They may be carried in one account or 
in two or three accounts, such as traveling, food and 
lodging, and miscellaneous. Each salesman sends in a 
detailed report from time to time of what he has spent 
while away, the amounts spent grouped according to the 
accounts carried therefor on the ledger. Food and lodg- 
ing expenses cover hotel charges for same. A definite 
amount of cash may be given a salesman for his purposes, 
and he is held accountable for its correct expenditure. 
When such is the case, he is charged on the books with 
the amount of the fund, and when he renders his expense 
report he is given a check for the amount therein called 
for. The handling of such a fund is similar to that of 
handling a petty cash fund. 

It is usual to charge salesmen's commissions against 
the accounting period in which they are paid, no attempt 
being made to spread them over subsequent periods even 
though actual deliveries are not made until a later period. 
Commissions should be computed on sales prices. The 
accounts carried for them may be simple or elaborate, 
depending upon the number of sales which are returned 
or canceled. The object in view is to pay commissions 
only on net sales, those which actually take place. 

When advertising is paid for in advance of use (pre- 
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paid), the question arises as to how the amount should 
be charged out against each accounting period. Adver- 
tising expense should be charged as used. The unused 
portion is considered as a deferred asset, not an expense. 
The balance found in the ledger accounts of the selling 
expense group at the end of an accounting period may be 
closed into an account entitled "selling expenses," this 
account being subordinate to the regular summary profit 
and loss account' and not used except at the end of each 
period. It would appear about as follows : 

Sexling Expenses 

Debit: Credit: 

1. Salary of sales manager 1. Balance to be closed out to 

2. Salaries of sales office clerks Selling Profit account 

3. Sales office expenses 

4. Salaries of salesmen 

5. Traveling expenses of salesmen 

6. Commissions of salesmen 

7. Advertising 

8. Customers' entertainment 

Administrative and General Expense 

The group of economic accounts recording administra- 
tive and general expense comprise such accounts as 
salaries of officers, salaries of general office clerks, di- 
rectors' fees, traveling expenses of officers and clerks, 
printing and stationery, postage, telegraph and telephone, 
legal expenses, miscellaneous general expense, donations, 
bonuses to employees, etc. These expenses apply to the 
administration and general conduct of the business, not 
to the manufacture and sale of goods. 

The general salaries should be kept on separate pay- 
rolls. Separate accounts should be kept with officers' 
salaries and with clerks' salaries. A separate account 
should be kept with directors' fees. Traveling expenses 
of officers and clerks should be kept in an account sepa- 
rate from those of salesmen. 

Some of these general expenses may be analyzed so 
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f 

that the whole amount thereof will not be charged out 
against one accounting period if it is possible to tell how 
much is applicable to the following period. Legal ex- 
penses may be of this character, especially where retain- 
ing fees are large in amount. 

The ledger accounts of this group of expenses at the 
end of an accounting period may be closed out into one 
account, ' ' administration expense. ' ' Such account would 
appear as follows : 

Administbative Expense 

Debit: Credit: 

1. Salaries of officers 1. Balance of this account to be 

2. Salaries of clerks closed out to Net Profit on 

3. Directors' fees Sales account 

4. Traveling expense of officers 

and clerks 

5. Printing and stationery 

6. Postage 

7. Telephone and telegrams 

8. Legal expenses 

9. Miscellaneous office expense 

10. Donations 

11. Bonuses, etc. 

Net Profit on Sales : Income from Operation 

Cost of sales deducted from sales income gives a figure 
representing gross profit from sales, and selling expenses 
plus administrative expenses deducted from gross profit 
gives net profit on sales or, as it is sometimes called, 
"income from operations." 

A net profit on sales account may be opened at the end 
of each accounting period into which will be closed the bal- 
ance existing in the selling profit account and the balance 
of the administrative and general expense account. 

Additions to Income 

At times the capital of a business is more than is 
needed for its actual operation. When a surplus amount 
of capital exists, this surplus may be invested in various 
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ways, as in stocks and bonds of other companies. Some 
capital always is on deposit in the bank ; this may draw 
interest. When surplus capital exists, part may be used 
to take advantage of cash discounts offered by creditors 
for early payment of their bills. All of these various 
activities, and others of a like nature, produce income 
which has no direct connection with actual business opera- 
tion. It is secondary to the principal object for which 
the business is carried on — manufacturing or selling 
goods, or both. Therefore, separate non-operating in- 
come accounts should be carried on the ledger, and in the 
determination of net profit from operations, they have no 
part. Such income accounts will be about as follows : 

Interest on Bonds 

Dividends on Stock 

Interest on Accounts and Notes Receivable 

Interest on Bank Balances 

Cash Discounts on Purchases 

Eent Receivable 

Etc. 

These various income items require careful considera- 
tion, because at the end of an accounting period many of 
them will not have been paid up to date, and yet must 
be taken up (accrued) upon the books as applying pro- 
portionately to the period under review. In other words, 
we have an earning offset by an asset not yet in the form 
of cash. Such accruals are designated as "accrued 

," as opposed to liabilities we owe but have not as 

yet paid. These are termed " accrued." "Ac- 
crued" itself will be discussed later in full. 

Dividends on stock should not be accrued. Interest 
earnings accumulate gradually, day by day, whefeas, a 
dividend comes into being all at once. No dividend ex- 
ists, no matter what the earnings of the company may be 
whose stocks are held, until the directors of the company 
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declare a dividend. As soon as a dividend has been de- 
clared, the stockholder has a right which he may enforce 
against the company whose stock he holds, — really an 
account receivable. This right enables the stockholder 
to consider the dividend declared as income, even though 
he may as yet not have received the cash therefor. 

Cash discounts on purchases is an important item to 
consider. At times they are handled as deductions from 
purchases; in the business of manufacturing cloaks and 
suits, for example, this method of handling cash discounts 
is uniform. But if we consider discount in the light of 
interest, then it is proper to consider that if a purchase 
invoice has been paid before it is due on the inducement 
of receiving, say, a five per cent, discount on the amount 
of the bill, we have a case of interest being received for 
the use of money advanced the creditor before he is en- 
titled to receive it. This latter view of the subject is 
advised. For this reason, cash discounts are not here 
considered as part of operating profit. Also, from this 
point of view, it is unnecessary at the close of an account- 
ing period to make any provision for discounts which 
will be paid during the fii st of the next accounting period. 

The ledger accounts of this group, "additions to in- 
come, ' ' at the end of an accounting period may be closed 
out into an account called "Additions to Income" or 
"Income from Other Sources." Such an account would 
appear about as follows : 

Additions to Income 

Debit: Credit: 

1. Balance to be closed out to 1. Interest on bonds owned 

Total Income account 2. Dividends on stocks owned 

3. Cash discounts on purchases 

4. Interest on bank balances 

5. Interest on accounts receivable 

6. Interest on notes receivable 

7. Eent receivable 

8. Commissions receivable 

9. Etc. 
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Total Income 

In a previous section of this chapter, the profit and loss 
accounts which were closed into the sub-summary account 
of Net Profit on Sales were considered. In the last sec- 
tion, the economic accounts forming the "additional in- 
come" group were discussed. If now the balance in the 
net profit on sales account and the balance of the addi- 
tional income account are added together, the result 
secured is known as "total income." 

If desirable, a sub-summary account "Total Income" 
may be opened on the ledger at the end of each accounting 
period into which will be closed the balance of the net 
profit on sales account and the balance of the additional 
income account. 

Deductions from Income 

Additions to income were last considered. If certain 
income exists which is not due to regular business opera- 
tion, and which as a result should be taken up in a group 
of economic accounts other than those representing in- 
come from operation, it is self-evident that if the receiv- 
ing company should be making payments to other com- 
panies of amounts which these other companies consider 
on their part as additions to income, the paying company 
may consider the payments made or to be made as deduc- 
tions from its income from operation and not as part of 
the cost of securing its operation income. In other words, 
if a company distinguishes between income from opera- 
tion and income from other sources, it should, likewise, 
distinguish between operation expenses and other ex- 
penses. 

The principal items in this group are the converse of 
those mentioned in the second above concerning additions 
to income. They are interest on bonds payable, interest 
on mortgages payable, interest on accounts payable, in- 
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terest on notes payable, interest on loans payable, rent 
payable, cash discounts on sales, insurance expense, 
taxes, etc. 

The interest items naturally represent expense of se- 
curing capital. Cash discount on sales many times is 
considered as a deduction from sales. But if the same 
kind of reasoning is used at this point as was used in 
connection with cash discount on purchases, namely, that 
cash discount is considered to be practically the same as 
interest, then this item should be considered as a deduc- 
tion from operating income. The seller, in other words, 
offers to pay interest to the purchaser for the use of the 
money involved in the sales contract if the purchaser will 
pay the amount of the bill before it is due under the terms 
of the sale, and this interest (cash discount on sales) 
then logically becomes a deduction from income — an ex- 
pense of securing capital. It is so treated in this course. 
More will be said about interest later. 

At times rent is considered as an operation expense. 
Eightfully, it may be treated as a deduction from income. 
From an economic point of view, rent is a sharing of 
profit, and not a cost of doing business. This share of 
the profit of an enterprise is given the landlord for the 
use of land or buildings, or both. Again, a concern pays 
rent either because it has not capital enough with which 
to purchase that which it rents or because the company 
does not deem it expedient to purchase that which it 
rents. Property is capital; therefore, since interest is 
paid for the use of capital, rent may well be considered 
as analogous to interest. From this point of view, rent 
logically becomes a deduction from income — an expense 
of securing capital. It is so treated herein. 

Insurance is paid to protect property (capital). Capi- 
tal is invested in property. Insurance is paid to an 
insurance company so that the latter will assume a risk 
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of paying for the property lost by fire, accident, stealing, 
etc. It is, therefore, a capital expense — a deduction from 
income. More will be said about insurance later. 

The same reasoning applies to the item of taxes. 
Taxes are paid for the protection of property (capital). 
The state protects property, and for this protection serv- 
ice a tax is paid to the state by the property owner. 
Organization taxes paid by a corporation are paid in 
order that the corporation may have the right to own 
capital. The federal corporation tax is paid by a cor- 
poration for the privilege of doing business, and in this 
privilege the corporation is protected. Income taxes are 
paid by a company because the government in granting 
the privilege of doing business demands a share in the 
profits secured through the exercise of this privilege. 
Income taxes cannot be determined before the net income 
from operation of a concern has been computed. Taxes, 
therefore, are a capital expense — a deduction from in- 
come. More will be said about taxes at a later time. 

The ledger accounts of this group at the end of an 
accounting period may be closed out into an account 
"Deductions from Income." Such an account would ap- 
pear about as follows : 

Deductions feom Income 

Debit: Credit: 

1. Interest on bonds payable 1. Balance to be closed out to 

2. Interest on mortgages payable Net Income account 

3. Interest on notes payable 

4. Interest on accounts payable 

5. Cash discount on sales 

6. Rent payable 

7. Insurance expense 

8. Taxes 

9. Etc. 

Net Income 

Previously, the profit and loss accounts were discussed 
which were closed into the sub-summary accounts of total 
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income and of deductions from income. If now the 
amount of the total income deductions be subtracted from 
the amount of the total income, a figure is secured which 
represents "net income." 

To this end, a net income account may be opened at 
the end of each accounting period into which at that time 
will be closed the balance existing in the total income 
account and in the deductions from income account. The 
balance then resulting in the net income account will 
represent the net income of the period to which the atten- 
tion is directed. 

Miscellaneous Losses and Gains 

Thus far profits and losses which are more or less 
common to a business have been discussed. There are, 
however, certain losses and gains which are uncommon 
and incidental to the regular securing of commercial gain 
but for which at times provision must be made in the 
accounts. Such gains or losses are irregular in nature, 
and are connected with the sale of land, of buildings, of 
machinery, etc., that are not held by the concern for sales 
purposes, but for the carrying on of the business. When 
such a sale takes place, a profit or a loss may result 
depending upon whether the asset was sold above or 
below cost. If appreciation in the value of assets is 
taken up as a profit (which should not be done, because 
there is no profit legitimately until a sale has actually 
taken place), the accounts recording such profit fall 
within this group of accounts. 

Miscellaneous profits which do not have to do with the 
present period should not be placed in this group, as for 
example, amounts previously written off which have 
lately been collected. When written off, these amounts 
reduced the net profit of the period in which they were 
written off — the surplus. Credit for such items should 
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not be given to the present period but to the previous 
period, and since the accounts of the previous period have 
been closed, the amounts collected are a legitimate credit 
to surplus or capital. 

Usually the entries for miscellaneous profits and losses 
are made directly in the profit and loss account. There- 
fore, at the end of an accounting period this account 
should be scrutinized and analyzed carefully so that when 
the statement of profit and loss is prepared these details 
may be set forth clearly. When separate accounts have 
been kept for these items, those representing gains should 
be closed out into a miscellaneous, profit account entitled 
"Credits to Profit and Loss," and those representing 
losses should be closed out into a miscellaneous loss ac- 
count entitled "Debits to Profit and Loss." In connec- 
tion with miscellaneous losses, it might be mentioned that 
not only do they include the complements of the profit 
transactions mentioned above, but also such items as pro- 
vision for bad debts (not bad accounts written off), pro- 
vision for depreciation in value of assets, etc., concerning 
which more will be said later. 

Summary Account of Profit and Loss 

The profit and loss accounts, those accounts represent- 
ing fluctuations in proprietorship which are introduced 
upon the ledger because of the impracticability of record- 
ing proprietorship fluctuations directly in the proprietor- 
ship accounts, and because, from the standpoint of inter- 
preting causes of business success or failure, they are 
more useful than the proprietorship accounts when the 
causes are carried to them direct, have been discussed 
under certain main groupings, namely: 

1. Income from sales 

2. Cost of sales 

3. Selling expense 
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4. Administrative expense 

5. Additions to income 

6. Deductions from income 

7. Miscellaneous losses and gains 

The profit and loss accounts under each grouping, at the 
end of an accounting period, are closed out into a sub- 
summary account corresponding to the name of the group, 
each such account being subsidiary to the summary ac- 
count of profit and loss. 

If it is considered to be too voluminous a task to set 
up summary accounts subsidiary to the profit and loss 
summary account, they may be dispensed with entirely, 
and only the main summary account of profit and loss 
be used. However, in this event, the various detail profit 
and loss accounts should be placed on the ledger and be 
closed into the summary account in the order in which 
they appear upon the statement of profits and income. 
Such a procedure will expedite matters when the books 
are closed. 

If it is not desired to use the many sub-summary ac- 
counts as discussed, and if it appears that the one sum- 
mary account of profit and loss ought to be somewhat 
divided, the following method may be adopted. If the 
concern is a manufacturing concern, the summary profit 
and loss account may have as subsidiary to it the follow- 
ing two accounts : 

Manufacturing account 
Trading account 

If the enterprise is a trading establishment, this profit 
and loss summary account may have one account sub- 
sidiary to it, the 

Trading account 
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These two alternative methods will be discussed later in 
a subsequent chapter on closing the books. 

The diagram shown in the chapter discussing the clos- 
ing of accounts should be studied in connection with the 
subject matter of the present chapter when the chapter 
on closing accounts is reached. This diagram presents 
the relation of the accounts to each other and to the sum- 
mary account of profit and loss as discussed in the present 
chapter. 



CHAPTEE IX 
THE TRIAL BALANCE 

Work Preliminary to Statement Preparation 

Periodically, certain work must be done upon the 
ledger, after the business transactions for the period un- 
der review have been entered thereon, and before the 
business activities are summarized in the two basic state- 
ments found in accounting, the balance sheet and the 
statement of profits and income. 

This preliminary work divides itself into three dis- 
tinct activities, the preparation of 

1. The trial balance 

2. The adjusting entries 

3. The closing entries 

The first point will be discussed in the present chapter. 

Classification of Entries Found in a Set of Books 

Before going further, it seems advisable at this point 
to outline the types of entries that a person may en- 
counter upon a set of books. This is because in the next 
two or three chapters a few types of entries different from 
those already met will be confronted, and if the matter is 
not clarified now, confusion may result. 

1. Opening entries. These are the entries made 
at the inception of the enterprise to record what we 
then have, what we then owe, and what is at that time 
our present worth. 

2. Entries for transactions. These are the en- 
tries made during the accounting period to record 

190 
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the relation of the business to outsiders. The en- 
tries concern purchases, sales, payments on account, 
expenses, etc. 

3. Adjusting entries. These are the entries that 
restate certain assets and liabilities for balance sheet 
purposes at the time a set of books is to be closed. 
They precede the closing entries. 

4. Closing entries. These are the entries that 
are necessary at the end of an accounting period to 
transfer the profit and loss accounts. 

5. Eeversing entries. These are the entries made 
at the beginning of a fiscal period which reverse cer- 
tain entries that were made at the end of the ac- 
counting period just closed. For example, office 
supplies account may be written back to the expense 
account, the inventory of which it represents ; under 
certain conditions merchandise inventory account 
may be written back into the merchandise account, 
etc. 

6. Correcting entries. These are the entries 
made when it is necessary to alter accounts because 
of errors which were made in recording certain 
transactions. 

Classes 3, 4, 5 and 6 are entries that place the accounts 
upon a proper accounting basis. They record no trans- 
actions. 

Ledger Work Preliminary to Taking a Trial Balance 

Before a trial balance is taken, the ledger accounts 
should be totaled. Small but legible figures in pencil are 
made immediately under the last entry on each side of 
the accounts. These pencil figures should be made so 
small that the same line may be used for a regular entry. 
In other words, these pencil figures will appear directly 
above the next regular entry in each account, the next 
regular entry being made on the line immediately below 
the last entry in the account. A hard pencil will be found 
more suitable for making these figures than a soft one. 
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The following illustration shows an account balanced and 
ruled : 

Cash 

19— 19— 

Jan. 2 Investment $10000.00 Jan. 2 Rent of store $ 100.00 

" 4 Notes Receivable. . 500.00 " 3 Purchases 1200.00 

Int. on above note 5.00 '' 4 Off. Expense 25.00 

" 7 Cash Sales 200.00 " 5 Auto Truck 300.00 

" 9 Furniture 25.00 " 6 Note Payable 200.00 

" 12 Henry Jones 300.00 " Tint, on above 2.00 

" 8 Smith— Pers 50.00 

" 9 Insurance 12.00 

" 12 Salaries 20.00 

" 15 Balance 9121.00 



$11030.00 $11030.00 



Jan. 16 Balance $ 9121.00 

The Balance of an Account 

When it is desired to show the balance of an account 
upon the face of the account, such balance (the difference 
between the total debits and total credits) is entered on 
the side of the account showing the smaller total. The 
account is then ruled up, the totals being entered in ink 
on both sides. These totals are now equal. The bal- 
ance item is next brought down below the ruling and en- 
tered on the proper side of the account, this being 
opposite to that on which it was entered above the ruling. 
The account above the rulings is closed. The open bal- 
ance is shown beneath the rulings. Since the balance 
entry has been entered on both the debit and credit side 
of the same account, the ledger is still in balance. 

Transferring Amounts in Accounts 

From time to time it may be necessary to transfer 
the balance of an account to another page. The entry 
required is practically the same as that needed to balance 
out an account, as discussed in the preceding section. 
The account on the old page is closed as has been ex- 
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plained already and the expression "Forward to 
page " is inserted and used instead of the word "Bal- 
ance." On the new page, the account caption is shown 
as the heading. The first entry on the new page is the 
amount transferred from the old account properly 
labeled showing the page reference to the old account. 

If the total debits and total credits of an account are 
to be transfered to another page, the new account should 
be made a continuation of the old. The old account does 
not need to be balanced out in the manner shown in the 
last section. Each side of the old account should be 
totaled and each amount should be forwarded to the new 
page, the proper references being shown on the old ac- 
count and on the new account. See following illustra- 
tion: 

Page 92. 
John Jones, 19 West Slocum Ave. 

10— 19— 

Jan. 2 Balance $1900.00 Jan. 3 $ 700.00 

" 5 700.00 " 4 300.00 

" 5 500.00 " 6 350.00 

" 10 550.00 " 9 400.00 



Forward to p. 190. .$3650.00 Forward to p. 190. .$1750.00 



Page 190. 
John Jones, 19 West Slocum Ave. 

19— 19— 

Jan. 10 Forward from p. 92 $3650.00 Jan. 10 Forward from p. 92 $1750.00 

If one entry in an account should require transferring 
to another account because of having been recorded there 
wrongly or for some other reason, the amount of this 
entry is first entered on the opposite side of the old ac- 
count in order that the effect of the wrong entry in that 
account will be neutralized. With the neutralizing entry 
is placed proper reference to the page to which it goes. 
On the new page this wrongly made entry will appear on 
the same side of the desired account as it did when in the 
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old account. Proper reference must be made in the 
new account to the old account from which the item 
came. 

Rulings 

The single line above the total in either of the illustra- 
tions given of an account indicates addition. Since sub- 
traction is never carried out in an account by subtracting 
one amount from the other above a single line, the single 
line never means anything but addition. The addition 
lines are placed on the same horizontal line on both the 
debit and credit sides. These single lines extend only 
through the money columns. 

The double line below the total is the closing ruling. 
It extends through the date column, the amount columns, 
and the little columns to the left of each amount column. 
All figures above a double line are no longer taken into 
consideration. 

The diagonal line is used to fill the blank space be- 
tween the last entry made in an account and the footing 
of the account. By filling such space, it prevents un- 
authorized entries being made in the account after the 
account has been closed. 

Use of Colored Ink 

Black ink is sufficient for all purposes connected with 
an account except to show items which are to be sub- 
tracted from the others. Such items are set out in red 
ink so that they may be seen clearly and readily as sub- 
traction items. 

Equilibrium of Debits and Credits 

The constant equality existing between the debits and 
credits in the ledger accounts should be kept continually 
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in mind. Failure to recognize this principle in the work 
at all times spells eventual disaster. The initial pro- 
prietorship equation was expressed as 

Assets = Liabilities + Capital 

If an entry now is made in this equation for each and 
every subsequent transaction, each shown entry having 
an equal debit and credit, the total debits and credits will 
also be in equilibrium. The equality of totals depends 
upon the mathematical principle that if equals be added 
to equals, the resulting totals will be equal. The equality 
of balances, as will be noticed, also depends upon this 
same principle, plus the one that if equals be subtracted 
from equals, the remainders will be equal. When such 
is not the case, an error exists in the work. 

We are concerned at present with applying these two 
mathematical principles to the entries made in the ledger 
during the accounting period. 

Trial Balance Defined 

Since double entry has been designed to afford a check 
on the correctness of the entries made in the ledger, neces- 
sarily it must follow that the application of this check is 
an essential part of the system. This check is applied by 
extracting all the ledger balances after all the entries for 
a period have been made, and then ascertaining whether 
the debit balances agree in total with the credit balances, 
as they should. The record or list of balances so pre- 
pared as a test or trial to determine whether or not the 
bookkeeping record is in balance is known technically as 
a "trial balance." 

Let us assume the listed debit and credit balances to 
be as follows, the list being set up in the form of our 
basic equation: 
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Cash $ 2894.65 $ 1000.00 Accounts Payable 

Notes Receivable 1600.00 9000.00 Notes Payable 

Accounts Keceivable 1000.00 100.00 Rental Income 

Merchandise 22425.00 34768.75 Capital 

Land 4000.00 

Buildings 1 1300.00 

Furniture and Fixtures... 500.00 

Delivery Equipment 500.00 

Interest 9.10 

Expense 25.00 

Postage 15.00 

Stationery 125.00 

Freight : 65.00 

Advertising 30.00 

Wages 80.00 

Insurance 100.00 

Fuel 100.00 

Profit and Loss 100.00 



Total Debits $44868.75 $44868.75 Total Credits 



This list was made, each column totaled, and the total 
of the + balances on the left side of the equation was 
compared with the total of the + balances on the right 
side of the equation for the purpose of seeing if the 
total debits equal the total credits in amount. Since the 
debits do equal the credits in amount, we state that the 
equation is in balance. Such a list of debits and credits 
is a trial balance. 

Perhaps a more inclusive definition of a trial balance 
would be about as follows : 

A trial balance is a statement, list, or schedule of 
all the open accounts in a ledger or ledgers of a busi- 
ness, prepared as at the end of a day specified, after 
all the transactions of a certain period have been en- 
tered upon the ledger or ledgers, but before the ad- 
justment entries are made, showing in two parallel 
and adjacent money columns either the total of the 
debit side and the total of the credit side of each led- 
ger account, or the difference between the debit side 
and credit side of each ledger account. 
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The total debits should equal the total credits. The trial 
balance presents the figures used, with the exception of 
the adjustment figures, in setting up the balance sheet 
and the statement of profits and income. 

To prepare a trial balance seems a simple thing to do. 
It is a simple operation if the ledger has been well kept. 
But care must be exercised all through the accounting 
period in recording transactions, and in drawing the trial 
balance; otherwise, pitfalls will be encountered which 
may prove diastrous. 

Preliminary Versus Adjusted Trial Balance 

The above definition is that of a preliminary trial 
balance, one taken from the accounts on the ledger before 
any adjustments have been made upon the books. From 
the previous discussion of accounts, it was noted, for ex- 
ample, that at the end of each accounting period certain 
accrued items not at present upon the ledger must be 
taken up in order that the accounts will represent condi- 
tions as they actually exist. A trial balance taken before 
these adjustments have been made is termed a "prelim- 
inary trial balance." It tests the accuracy of the work 
done on the ledger up to date, and this work must be ac- 
curately done before any adjustments have been made. 
If the various adjustments have been made, another trial 
balance may be taken to test the accuracy of all the book- 
keeping work through this point, the second trial balance 
being termed an "adjusted trial balance." 

Precautions to be Observed in Drawing a Trial Balance 

Since the trial balance under consideration is pre- 
liminary to the preparation of statements, the person who 
is extracting the trial balance should have more in mind 
than merely drawing up a list of balances. Whether 



198 ACCOUNTING— PRINCIPLES AND PRACTICE 

there be one or more ledgers to go through, the opportu- 
nity should be made use of to see that, so far as possible, 
the various ledger accounts reflect the actual facts of the 
individual accounts. 

Each account should be examined from two points of 
view : 

1. What is the balance of the account as it stands ? 

2. Is the amount of this balance the amount it 
ought to be? 

In other words, the person setting up the trial balance 
should be familiar enough with the accounts kept so that 
he will know approximately what the balance of, at least, 
each personal account ought to be. Note should be made 
of any amount which strikes him as peculiar, and this 
amount should be given his attention as soon as his task 
of drawing the trial balance is concluded. A trial bal- 
ance points out (by itself) only that for debit amounts 
recorded, like credit amounts have been taken up into the 
accounts. It distinguishes between the two sides of the 
ledger, but does not distinguish between the various ac- 
counts set down in the ledger. 

Accounts Not to be Considered 

In taking a trial balance, the items from the accounts 
that balance should not be considered, because they do 
not affect the equilibrium of the ledger, and merely in- 
volve useless labor. Also, since the accounts that bal- 
ance are not found in the financial statements, it is use- 
less to consider them. 

Order of the Accounts 

No standard practice governs the order of the ac- 
counts upon a trial balance. In any event, their order 
thereon should be the same as that in which the accounts 
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are placed upon the ledger. And the accounts should 
be placed upon the ledger in the order that will best fa- 
cilitate the preparation of the balance sheet and the state- 
ment of profit and loss (the statement of profits and in- 
come). 

Methods of Preparing a Trial Balance 

In view of what has been said above, there are two 
methods of preparing a trial balance : 

1. Abstract the totals of the debit and credit sides 
of each ledger account 

2. Abstract the ledger balance of each ledger ac- 
count 

Under the first method, add up the footings on the debit 
and credit side of each ledger account respectively, and 
transfer each of these amounts to the debit or credit side 
of the trial balance sheet. If the -debit totals thereon 
then equal the credit totals, the ledger is said to be in 
balance. 

Under the second method, only the difference between 
the total debit and the total credit items of every open 
account is considered and transferred to the trial balance 
sheet. The form of trial balance is generally one with 
two money columns, either in loose sheet form or in bound 
prepared books. 

When the first method is used, should the totals of the 
two sides of the trial balance not agree, the error may be 
more quickly localized to one side or the other than un- 
der the second method. The second method has an ad- 
vantage over the first in that since it presents the differ- 
ences between the two sides of each ledger account, the 
preparation of the final statements, and the balancing 
of the books, if the trial balance proves up, is facilitated. 
Under the second method there is a greater risk that, on 
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account of mistakes in subtraction, the two sides of the 
trial balance will not agree. If, however, a trial balance 
is secured first by method number one, a trial balance by 
the second method may be taken therefrom readily; this 
combination method is advised. 

The ledger page number should be placed on the trial 
balance sheet before the name of each account. This 
makes ready reference to the ledger possible. 

A trial balance prepared by each of the two methods 
described will appear about as follows: 

Method No. 1 
Trial Balance, December 31, 19 — 

1 John Long, Capital $ 225.00 $• 34993.75 

3 Cash 31092.25 28197.60 

4 Notes Receivable 6300.00 4700.00 

7 Notes Payable 4000.00 13000.00 

8 Real Estate 15300.00 

10 Interest 32.60 23.50 

13 Rent 100.00 

16 Merchandise 26000.00 3575.00 

18 Expense 25.00 

20 Furniture and Fixtures 500.00 

22 Postage 15.00 

25 Stationery 125.00 

29 Freight 65.00 

32 Delivery Equipment 500.00 

33 Advertising 30.00 

40 Wages 80.00 

42 Insurance 100.00 

44 Fuel 100.00 

47 Profit and Loss 100.00 

61 Accounts Payable 4000.00 5000.00 

70 Accounts Receivable 1775.00 775.00 

$90364.85 $90364.85 



Method No. 2 
Trial Balance, December 31, 19 — 

1 John Long, Capital $34768.75 

3 Cash $ 2894.65 

4 Notes Receivable 1600.00 

7 Notes Payable 9000.00 

8 Real Estate 15300.00 

10 Interest 9.10 

13 Rent 100.00 
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16 Merchandise 22425.00 

18 Expense 25.00 

20 Furniture and Fixtures 500.00 

22 Postage 15.00 

25 Stationery 125.00 

29 Freight 65.00 

32 Delivery Equipment 500.00 

33 Advertising 30.00 

40 Wages 80.00 

42 Insurance 100.00 

44 Fuel 100.00 

47 Profit and Loss 100.00 

61 Accounts Payable 1000.00 

70 Accounts Receivable 1000.00 



$44868.75 $44868.75 



The similarity of each of the above forms to the equa- 
tion form of trial balance given at the commencement of 
this chapter should be noticed. Either of these forms 
does not violate the principle of the equation. The 
amount columns are placed at the right instead of in the 
center, in order to conform to custom. The first form of 
trial balance proves the mathematical principle stated 
in the first part of this lecture that if equals be added to 
equals, the resulting totals will be equal. The second 
form proves the other mathematical principle stated in 
the same place that the equality of balances depends upon 
the same mentioned principle plus the one that if equals 
be subtracted from equals, the remainders will be equal. 

The figures in the column at the left of each trial bal- 
ance are the numbers of the pages of the ledger upon 
which the accounts are found. 

Two other forms of preparing a trial balance are used 
sometimes, each of these making use of more than two 
money columns, and each of which is practically an evolu- 
tion or outgrowth from methods one and two described 
above. 

The first of these plans uses six columns for money 
amounts instead of two, the arrangement being about as 
follows : 
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Ledger Fol. lAoeount Name I Beginning Bal. I Current EntrylEnding Balances 
I I Dr Cr I Dr Cr I Dr Cr 

This arrangement of amounts makes the trial balance 
figures easy to prove, makes possible an easy analysis of 
the various current transactions, and makes easy the 
verification of current entries to all accounts. It would 
be most useful in an establishment with a number of 
branches. 

The second of these plans uses six amount columns, 
also, the arrangement being about as follows : 



Debits 



Ledger Fol. I A/C Kame I I'er- I Inventory I Invest- 
sonal or P. & L. ment 



Credits 



Per- I Profit I Cap'l & 
sonal I & Loss | Surplus 



This arrangement shows the position of the business in 
a way similar to the old obsolete ' ' six column statement, ' ' 
and it enables the establishment officials to concentrate 
their attention on outstanding accounts, or volume of in- 
come and expenses severally. 

In conclusion, it might be stated that the better prac- 
tice in compiling any trial balance is to place the balance, 
debit or credit, opposite the caption of the account. If a 
trial balance is taken simply to ascertain whether the 
ledger is in balance, it is useless labor to write the ac- 
counts each month. Trial balance books are provided 
for just such a condition, as a labor saver. But if the 
officials are to scrutinize the trial balance sheet, that is 
another matter. 

Period Covered by the Trial Balance 

A trial balance is a balancing of the ledger for some 
given period — generally a year or six months, and 
ofttimes monthly. It must be assumed that at the start- 
ing point of this period the books were either begun, — 
as in the case of a new business, or they had at that 
point of comm,encement been balanced off, so that the 
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period began with the debit balances equal in amount to 
the credit balances, — that the proprietorship equation 
was in existence. If the starting point is correct, then 
one is in a position to secure a correct list of the account 
balances at the close of the period, provided the interim 
entries upon the ledger have been entered thereon cor- 
rectly. 

It may be that a trial balance is drawn for the sole 
purpose of checking the accuracy of the books up to a 
given point of time. If so, when this is done, the enter- 
ing of transactions into the accounts goes on as before. 
Many firms take a trial balance two, three, four, or 
twelve times a year merely as a check, and not as a pre- 
liminary to the preparation of the major accounting 
statements ; statements may be prepared only once a year. 
The trial balance now considered, however, is assumed 
to be preliminary to the preparation of the statements 
as at the end of a fiscal period. 

Functions of the Trial Balance 

The functions of a trial balance may be set out about 
as follows : 

1. To prove the equilibrium of the ledger. 

2. To prove substantially the accuracy of the con- 
trolling accounts. 

3. Foundation for the major accounting state- 
ments. 

4. When properly sectionalized, it reveals for 

criticism : 

(a) Customers' accounts due the house, and 

their volume. 

(b) Debts, and their volume, to be paid by 

the house. 

(c) Condition of the partners' personal ac- 

counts in a partnership, a most impor- 
tant piece of information. 

(d) Monthly trial balances, if no other state- 
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ments are to be prepared, reveal the 
business expenses and their monthly 
growth, and the business income and its 
m.onthly increase. 

An examination of a trial balance of a concern by one 
who contemplates making an investment therein should 
enable such person to secure a line on the business activi- 
ties in which the business is engaged, the volume of busi- 
ness done, and an idea of the scope and method of hand- 
ling affairs. Any account which, by its title, is unfa- 
miliar to him, should be examined closely and inquired 
into so that he may judge intelligently the methods of the 
establishment. If interested in a loss, he can select cer- 
tain accounts to which to give his special attention. 

Financial Statements 

A trial balance is an aid to the preparation of finan- 
cial statements. Periodical statements of financial con- 
dition, and cause of such financial condition, are usually 
prepared in most business establishments. Each period, 
at its end, there are prepared a statement of the opera- 
tions of the period in question, and a statement of the 
financial condition of the enterprise as at the end of the 
period. It is from the figures shown upon the trial bal- 
ance, as finally adjusted, covering the space of time in 
question, that these statements are prepared. 

Many business houses prepare monthly statements in 
addition to those prepared at the end of their fiscal 
period. When such a condition is met, the trial balance 
or balances at the end of the fiscal period show for each 
account an accumulation of the entries of two or more 
months. In a case of this kind, means must be provided 
to secure a separate record of each month's transactions 
so that the statements for each month may be prepared. 
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Facts Demonstrated to the Bookkeeper by a Trial Balance 

The trial balance demonstrates but one fact, — that the 
accounts are in balance ; that for every debit entry there 
has been an equivalent credit entry, — a double entry for 
each transaction. When a trial balance does not balance, 
all errors therein should be located and corrected before 
any new transactions are entered in the ledger. How- 
ever, a trial balance may balance and yet a number of 
errors may exist therein. 

It is possible to secure a trial balance from a ledger 
in which every amount is entered in the wrong account; 
the bookkeeping may be full of errors, — errors in tech- 
nique, errors of principle, and fraudulent errors. The 
trial balance is only prima facie evidence of the accuracy 
of the clerical work ; yet in practice such evidence is suf- 
ficient to justify the bookkeeper in assuming his work is 
correct ; he may now proceed to close his books and pre- 
pare the necessary statements. 

Bookkeeping Errors 

The causes for errors in bookkeeping records are mis- 
take, ignorance, and fraud. The various types of errors 
may be set out about as follows : 

1. Clerical errors. These consist of errors made 
in posting, footing and balancing. 

2. Errors of commission. These consist of mak- 
ing mistakes in the process of recording. 

3. Errors of omission. These consist of omitting 
to make an entry. 

4. Errors of principle. These consist usually of 
charging expenses to asset accounts, or of charging 
items to expense accounts when they are chargeable 
properly against asset accounts. If an expense is 
charged to an asset account, the profits and assets 
are overstated; if an asset charge is sent to an ex- 
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pense account, the profits and assets are under- 
stated. 

5. Offsetting errors. These consist of clerical 
errors which exactly offset each other and, therefore, 
are not displayed in a trial balance. They are un- 
usual. 

Locating Errors in a Trial Balance 

If a trial balance does not prove, the following pro- 
cedure eventually will locate the error : 

1. Ee-add the trial balance. 

2. Ee-add all ledger columns. 

3. Check the ledger footings to the trial balance 
sheet. 

4. Check all postings from the ledger back to the 
books in which the transactions were recorded tem- 
porarily before being entered upon the ledger. 

5. Go over all the work from the beginning. 



*o* 



Before following out the procedure mentioned above, 
it may be advisable to test for the error or errors so that 
the bookkeeper will not have to proceed blindly in the 
application of the above mentioned method, and so that, 
perchance, he may find the error without being required 
to put into execution a procedure which at best is a 
laborious one. These tests, in brief, are as follows: 

1. If the difference is in round numbers of 10 
cents, $1, $10, $100, $1000, $10,000, etc., the error is 
likely to be in the addition of the trial balance or in 
the addition or subtraction of sides in the ledger ac- 
counts. 

2. If the difference is divisible by 2, the error may 
have been made by placing an item in the wrong 
money column of the trial balance, or in posting to 
the wrong side of the ledger. 

3. If the difference is divisible by 9, the error 
may have been made by a transposition of figures, 
as $532 instead of $523. 
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4. If the difference is divisible by 99, the error 
may be a transplacement or a two point slide, as 
$6.13 instead of $613. 

5. Be sure that all the accounts are in the trial 
balance that should be there; the cash account, for 
example, sometimes is not carried in the ledger, the 
cash record taking its place. 

Avoid the use of so-called "short cuts." Usually these 
require the wasting of much valuable time. 

All things are possible in a set of books, especially 
due to carelessness or inexperience. All the points men- 
tioned above omit consideration of one important point 
which should not be disregarded, and which here is as- 
sumed as correct, namely, that no error exists in the 
starting point of the period. 

The original records mentioned in point 4 above will 
be discussed later. 

Proving Subsidiary Ledgers 

The trial balance as generally used serves to prove 
the debits and credits found on the general ledger. Since 
such a method of proof has been found a most valuable 
expedient in bookkeeping and accounting, it should prove 
to be a valuable expedient also when applied to subsidiary 
ledgers. 

When subsidiary ledgers are controlled, each by an 
account in the general ledger, it is evident that the sub- 
sidiary records themselves will not be in a state of bal- 
ance. However, if an abstract is drawn of the debits and 
credits in each subsidiary book, the excess of total debits 
over total credits, or the excess of total credits over total 
debits, should be equal to the balance in the controlling 
account on the general ledger used in connection there- 
with. 



CHAPTER X 
ADJUSTMENT ENTRIES 

Introductory 

All authorities agree that a necessary preliminary to 
the preparation of a balance sheet is the extraction of a 
trial balance. But from that point to the completion of 
the balance sheet and the statement of profits and income 
there is no such agreement. This is rightfully so, be- 
cause business houses vary much in their accounting 
necessities, and because the work of completion, at least 
when done by the professional practitioner, is done by ex- 
perts to whom the subject of accounting is familiar, and 
who often work under much pressure as to time. There- 
fore, the following description of the work of preparing 
a balance sheet should not be taken as a dogmatic state- 
ment of what must be done. Only fundamental prin- 
ciples are illustrated, principles which must be observed 
if the required result would be attained. 

Operations in Closing a Ledger 

The object in closing a ledger at the end of a fiscal 
period is a double one; first, a business man desires to 
know his then present financial condition ; and second, he 
wishes to ascertain the reason why his financial condition 
is as shown, — the causes which have improved or which 
have made worse this present financial condition as com- 
pared to the financial condition at the beginning of 
the present period, — whether a profit has been earned 
or a loss incurred, and why, for the period brought to a 
close. To this end, the books must be closed and certain 
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statements must be secured from the facts as displayed 
in the accounting records, the two basic statements being 
the balance sheet and the statement of profits and income. 
The operations required in connection with the ac- 
counting records before these statements can well be 
drawn, assuming the current transactions to have been 
entered upon the ledger, may vary in sequence according 
to the person doing the work, but in general they are as 
follows : 

1. Take a trial balance. 

2. Collect supplementary facts and enter them 
upon the records. 

3. Take a trial balance of the adjusted records. 

4. Close the profit and loss accounts into the sum- 
mary account of profit and loss. 

5. Close the balance of the summary profit and 
loss account into 

(a) Proprietor's account or proprietors' ac- 
counts, depending whether the concern is a sole 
proprietorship or a partnership. 

(b) Surplus account if concern is a corporation. 

6. Take another trial balance which at this time 
will contain only the balance sheet accounts. 

Adjustment Entries Defined 

At the end of a fiscal period the ledger record does not 
present a true statement of the actual financial condition 
of the business under consideration. The ledger record 
does not, as a rule, show: 

1. The actual quantities of goods on hand, in the 
raw, in process, and in the finished states. 

2. The current depreciation of the various assets 

held. 

3. Transactions which have taken place but which 
have not yet been recorded in the ledger, including 
the current amounts of prepaid and accrued items 
of income and expense. 
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Because of these reasons, the ledger accounts must be ad- 
justed as much as is necessary to make them truly reflect 
actual conditions. The entries necessary to effect this 
recasting of the ledger are known as "adjustment en- 
tries." 

The discussion in the present chapter follows the out- 
line indicated above, covering the three phases of adjust- 
ment entries. The statements prepared at the end of a 
fiscal period will be discussed in subsequent chapters. 

Part I. Inventories of Unconsumed Materials and 

Supplies 
Introductory 

The first step in the closing process is to find out what 
facts require recording before the record of the period's 
transactions is complete. In other words, the first step 
is to ascertain how far the trial balance fails in being a 
complete presentment of the actual state of affairs. This 
is done partly by examining the accounts carried on the 
ledger and partly by going through any other information 
which may be available in any form. For example, a cer- 
tain profit and loss account shows a debit balance of $150. 
An examination of that account may show, in the light 
of experience if for no other reason, that the amount so 
recorded is insufficient. As the account stands, it may 
show the truth, but, considering the smallness of the 
amount, not the whole truth, and from some source the 
needed information to complete it must be forthcoming. 

Effect of Inventory Adjustments 

Increases and decreases in the asset values of raw 
material, goods in process, and finished goods, naturally 
affect the present financial condition of a business as com- 
pared with its financial condition at the beginning of the 
present fiscal period. 
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Increases in raw materials inventory, for example, in- 
dicate that part of the additions during the period in 
the way of purchases have not entered into operation 
activities and that, therefore, the costs of operation are 
less than would be the case if decreases therein were seen. 
If a decrease is noticed, not only have all the purchases 
been absorbed in the operation processes but part of the 
beginning inventory, likewise, has been used. Decreases 
indicate less asset value on hand, and increases indicate 
more on hand, than at the commencement of the period. 
Therefore, inventories must be taken into consideration 
before closing the books. 

The whole balance sheet is an inventory, but the inven- 
tory as here discussed is intended to be that list of mate- 
rial which finds its way into the goods to be manufactured 
such as copper, pig iron, etc., and also such supplies as are 
finally consumed in the process of manufacture such as 
coke, fuel, oil, etc. These are listed by the practical men 
in the business such as the foremen and their helpers, 
often supervised by persons from the accounting depart- 
ment, and, when turned into the department must be care- 
fully priced and extended. 

These inventories should be looked at from a double 
viewpoint ; first, they decrease the goods consumed which, 
represented by their accounts are nominal in their char- 
acter, and are charged off to profit and loss ; second, the 
values of these inventories are financial, representing 
good assets which must appear in the balance sheet. 

Inventory Versus Appraisal 

The term "inventory" has been defined as a schedule 
(a list) of the items belonging to a business, the exact 
quantity of which is unknown until the schedule is 
made. 

In the chapter on the inventory, the term was applied 
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somewhat indiscriminately to all kinds of assets. Yet 
the perpetual record pertained to merchandise. 

At the end of each fiscal period it is necessary to find 
out how much raw material, goods in process of manu- 
facture, and finished goods are on hand. It will be neces- 
sary, also, to revalue certain of the other assets, the fixed 
assets, for example. Therefore, we may say that at the 
end of a fiscal period the assets with which our adjust- 
ments are concerned separate into two distinct groups, 
merchandise and fixed assets. 

The quantity of assets like furniture and fixtures, ma- 
chinery, buildings, etc., changes or fluctuates but slowly 
during the fiscal period. Their value fluctuates slowly, 
also, but more rapidly than their quantity. This fluctua- 
tion in value should be absorbed by the accounts kept 
with such assets as quickly as each change therein takes 
place if the system of accounts is a good one. 

On the other hand, in the case of merchandise, — raw 
material, goods in process, and finished goods, the quan- 
tity fluctuates more rapidly than the value. A scheduling 
of the latter class of items at the end of an accounting 
period for purposes of ledger adjustment is known as 
"taking inventory of stock." A scheduling of the for- 
mer class of items (machinery, etc.) showing therein their 
present value (so that the reduction in present value over 
recorded value will measure depreciation or loss in value) 
is known as "making an appraisal." We shall first con- 
sider our adjustments concerning merchandise and then 
those concerning our other assets. 

Adjustments of Merchandise Based on Going Inventory 

When the perpetual inventory accounts were developed 
in an early chapter, we found them to be subordinate to a 
controlling account. With the aid of these subsidiary 
accounts, we were able to find out how much each lot of a 
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certain kind of goods cost — in this case, the cost of each 
lot of oil sold. This cost was credited to the oil account 
and debited to the cost of oil sold account. Suppose, 
for example, that the oil account had debits representing 
purchases of $50,000; credits rep resenting, the cost of oil 
sold of $30,000; and that the sales price of this sold oil 
was $60,000. The accounts involved here are as follows : 



Oil Purchases 



Cost of Oil Sold 



Items . 


.$50,000 


Balance 


$50,000 
.$20,000 



Items to Items from 

Cost of Oil A/c $30,000 

Oil A/c $30,000 

Balance .. 20,000 



$50,000 



Sales 



Items $60,000 

Oil Sales $60,000 

Cost of Oil Sales . . 30,000 



Profit on Oil Sales. $30,000 



It is seen, therefore, that where going inventories are 
carried, reference to outside sources for information on 
the amount of merchandise on hand is unnecessary. The 
records give the information needed, and statements of 
progress and condition may be made up directly from 
facts disclosed by the records. But in ordinary practice, 
the task is not so easy a one. 

Going Inventory Substitute 

Going inventory accounts are used very little, due to 
the fact that organizations are either ignorant or do not 
care to incur the expense necessary to keep them up. 
Therefore, when closing time comes, the work in connec- 
tion with statement preparation is not as simple as it 
might be had a going inventory record been used. 
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Instead of the three major accounts shown above, some- 
thing else usually is found. Ordinarily, one finds a pur- 
chases account and a sales account. Perhaps only one 
account would be found, that of merchandise. Evidently, 
when either of these latter conditions is encountered, 
there is no account showing the cost of merchandise sold, 
and no account showing the value of merchandise on hand. 
The purchases account shows only the total cost of mer- 
chandise purchased; the merchandise account gives only 
that information also, except that it shows in addition 
the sales made. For example, when the two accounts are 
kept, they appear as : 

Oil Purchases Oil Sales 



Items $50,000 

and when only one account is kept, we have: 

Oil 



Items $60,000 



Purchases $50,000 | ^^^^^ $60,000 

The oil purchases account in the case where two ac- 
counts are kept is not an asset, a liability, or a net worth 
account; it records purchases of oil — that is all. When 
only one account is kept with purchases and sales, like- 
wise, we have an account that cannot be called an asset, a 
liability, or a net worth account. 

In either case, a reference to the account does not show 
us how much value (at cost) has been sold, and how much 
value (at cost) is still on hand. Without a going inven- 
tory, the first question cannot be answered until the second 
one has been solved. To solve the second one, we must go 
out into the various parts of the establishment where our 
merchandise is kept and make an actual physical count 
of it. When the actual quantities on hand have been 
determined, the cost price thereof is looked up, and with 
this as a basis we deterroine how much the merchandise 
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on hand is worth (price the inventory; pricing will be 
discussed later). 

Since the total value of the merchandise purchased is 
known, and also the total value of the merchandise on 
hand, the cost value of the merchandise sold is readily 
ascertainable. Let us adjust the merchandise records 
under each of these cases — where the basic accounts kept 
are either one with purchases and one with sales, or one 
recording both purchases and sales. 

Adjusting Records of Merchandise 

I. When Merchandise Transactions Are Kept in a 
Purchase Account and a Sales Account. 

The first problem covers the case where the transac- 
tions affecting merchandise are kept in two primary 
accounts of purchases and sales. In actual practice one 
may find instead of the one purchases account, one sepa- 
rate account with each of the classes of entries revolving 
around purchases, as under : 

1. Merchandise Inventory 

2. Purchases 

3. Freight and Cartage In 

4. Purchases Returns 

5. Purchases Eebates and Allowances 

Also, instead of the one separate account with sales, one 
separate account may be found with each of the classes 
of entries revolving around sales, as under: 

6. Sales 

7. Sales Returns 

8. Sales Rebates and Allowances 

The handling of these eight accounts is exactly the same 
as if they numbered but two, — purchase and sales. 
Therefore, the discussion will center around the eight 
accounts, an example of which appears below : 
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Merchandise Inventory 
19— in— 
Jan. 1 $20,000.00 Dec. 31 Purchases $20,000.00 



Dec. 31 $15,000.00 

Purchases 
IQ— in— 

Dec. 31 Total Purchases $50,000.00 Dec. 31 Pur. Returns...! 3,000.00 

Freight In 500.00 Pur. Eebts. & A. 200.00 

Mdse. Inventory 20,000.00 Mdse. Inventory 15,000.00 

Profit and Loss 52,300.00 

$70,500.00 $70,500.00 

Feieight and Cartage In 
i'^— 19— 
Dec. 31 Total F. & C $500.00 Dec. 31 Purchases $500.00 

PuBCHASES Returns 
m— ID- 
Dec. 31 Purchases $3,000.00 Dec. 31 Total P. Returns $3,000.00 

Purchases, Rebates and Aixovtances 
m— 19— 

Dec. 31 Purchases $200.00 Dec. 31 Total P. R. & A. .. $200.00 

Sales 
19— ID- 
Dee. 31 Sales Returns.. $ 5,000.00 Dec. 31 Total Sales $90,000.00 

Sales Reb. & A. 500.00 
Profit & Loss . . 84,500.00 

$90,000.00 $90,000.00 

Sales Returns 
19— 19— 
Dec. 31 Total Returns. . .$5,000.00 Dee. 31 Sales $5,000.00 

Sales Rebates and Allowances 
19— 19— 
Dec. 31 Total Rebates & A.$500.00 Dec. 31 Sales $500.00 

Profit and Loss 
19— 19— 
Deo. 31 Purchases $52,300.00 Dec. 31 Sales $84,500.00 

Explanation of Solution 

The first entries made in the various accounts, except 
those in the profit and loss account, are trial balance 
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totals. All other entries are adjusting or closing entries. 
Corresponding entries are shown by the explanations. 

The total amount of freight and cartage in is trans- 
ferred to the purchases account. The total purchases 
plus the freight-in item represent the total cost of goods 
purchased. The resulting figure, $50,500, plus that of 
$20,000, representing inventory on hand at the beginning 
of the period, gives the gross cost of the goods to be 
accounted for, $70,500. Therefore, the $20,000 inventory 
has been closed into the purchases account. The net 
amount of goods to be accounted for is equal to the gross 
amount, $70,500, less the deductions of $3,000 and $200, 
for purchase returns and purchase rebates and allow- 
ances respectively, or $70,500 less ($3,000 plus $200) 
equals $67,300. Part of this $67,300, or $15,000, repre- 
sents the cost value of goods on hand unsold as per 
ending inventory. Therefore, $67,300 minus $15,000, or 
$52,300 represents the cost of goods sold. The ending 
inventory of $15,000 is shown as a debit to merchandise 
inventory account and a credit to purchases account. 

The cost of goods sold, $52,300, is then transferred 
to the profit and loss account. It could have been closed 
out to the sales account. It is against this figure that 
sales profit must be computed. 

The sales account shows two debits, one for sales re- 
turns and one for sales rebates and allowances. The 
total sales less the sum of these two debits represents net 
sales income, $84,500.00, which amount is transferred to 
the profit and loss account. The profit and loss ac- 
count now shows a debit representing cost of goods sold, 
and a credit indicating net sales income. The difference 
between these two amounts, or the balance of the profit 
and loss account at this point, is gross profit on sales. 
If the cost of goods sold had been transferred to the debit 
of the sales account instead of to the debit of the profit 
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and loss account, the balance of the sales account would 
have shown gross profit on sales, which amount would 
have been transferred to the credit side of the profit and 
loss account. 

AVhen all of these adjusting and closing entries have 
been made, the only open account should be merchandise 
inventory (account). The seven other accounts are 
closed and should be ruled off. 

II. When Merchandise Transactions Are Kept in One 
Mixed Account. 

A mixed account in which merchandise transactions are 
recorded should never be used. It is not considered good 
accounting, although the account is found frequently in 
practice. The mixed account has been discussed already, 
but is considered here again because its handling arises 
in connection with adjustment entries. When the mixed 
merchandise account, or any account which is of a mixed 
nature, is met with in practice, a change therein should 
be made at once to eliminate the undesirable features. 

If the merchandise transactions already given are all 
recorded in one account called "merchandise" the ac- 
count would appear about as follows : 

Meechandise 

19— 19— 

Jan. 1 Beginning Invt. . $20,000.00 Dec. 31 Saleg $90,000.00 

Dec. 31 Purchases 50,000.00 Pur. Returns . . . 3,000.00 

Freight In 500.00 Pur. Eeb. & A. . 200.00 

Sales Returns . . 5,000.00 

Sales R. & A... 500.00 

An examination of this mixed account before closing 
produces no intelligent conclusion. The debit side shows 
a total of $76,000, and the credit side a total of $93,200. 
The difference is meaningless. On the debit side of the 
account there are merged dissimilar elements. Pur- 
chases and beginning inventory items' are priced at cost; 
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sales returns and sales rebates and allowances are priced 
at sales price. On the credit side of the account, sales 
are listed at sales price, purchase returns are listed 
at cost price; the credit side contains elements not 
similar. 

Since the amount of goods on hand is known, the profit 
may be ascertained by setting up a simple intelligible 
statement. If the profit is known, the mixed account may 
be completed without difficulty. The following statement 
will suffice for determining the amount of profit: 

Beginning Inventory $20,000.00 

Purchases for Year $50,000.00 

Freight and Cartage In 500.00 

Total Purchases Cost for Year 50,500.00 

Gross Value of Goods Handled during Year $70,500.00 

Deductions : 

Goods Returned to Creditors $ 3,000.00 

Rebates and Allowances Received 200.00 3,200.00 

Net Cost of Goods Handled During Year . . $67,300.00 

Ending Inventory 15,000.00 

Cost of Goods Sold During Year $52,300.00 

Gross Sales for Year $90,000.00 

Deductions : 

Goods Etd. hy Customers $5,000.00 

Rebates and Allowances 500.00 5,500.00 

Net Proceeds from Sales During Year 84,500.00 

Profit on Sales for the Year $32,200.00 



With the profit figure of $32,200 the mixed merchan- 
dise account may be completed : 



19— 
Jan. 
Dec. 



MjEECHANDISE 



Begin. Invty. 
Purchases . . 
Freight In . . 
Sales Returns 
Reb. & A. ... 
Profit and Loss 



$ 20,000.00 

50,000.00 

500.00 

5,000.00 

500.00 

32,200.00 



19— 
Dec. 



31 Sales $ 90,000.00 

Pur. Returns . . 3,000.00 

Pur. R. & A... 200.00 

Ending Invty. . 15,000.00 



$108,200.00 



$108,200.00 
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Taking Inventory 

A systematic procedure should be followed in taking 
inventory, so that every article considered a part of the 
inventory will be listed. Care must be exercised in the 
process of listing so that a definite description accom- 
panies the record made of each article. 

Taking inventory upon loose cards numbered consecu- 
tively is a more elBcient means of securing the desired 
record than that of writing down the count of the inven- 
tory items on loose sheets of paper or in a bound book. A 
perforated card is used, each half containing the same 
number, all cards numbered consecutively. The items 
are described and listed on the lower half of the card, 
and each card is attached to the articles or their con- 
tainers. 

Subsequently, another person passes around the estab- 
lishment and collects the lower half of each card, verify- 
ing, as he goes, the description and the count contained 
thereon. The upper half of the card is left attached. 
The cards collected are sorted by number, every missing 
number being located. The cards are then grouped and 
classified as desired. 

Inventory Valuation 

Inventoried articles, generally speaking, should be 
valued at cost price when such prices equal, or are below, 
market. When such prices are above market or sales 
price, then value at latter price. This accomplishes two 
things : 

1. Prevents anticipation of profits that may not 
accrue. 

2. Confines the loss in shrinkage to the period in 
which such shrinkage belongs, and places an asset 
upon the balance sheet that is not top-heavy in value. 
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Inventoried articles should be described fully enough 
upon the count cards so that it is known definitely whether 
the articles described are raw product, or partly or fully 
finished; thus the proper values may be given to them. 
The valuation figures should be entered against each re- 
corded article by one who is fully familiar with that 
matter. Cost includes original cost of raw material, the 
amount of the freight and cartage applicable to each item, 
the value of the direct labor expended on each article, 
and a proper share of the establishment overhead. If 
the market price is lower than cost, the cost price may 
still be used in inventory valuation unless the market 
price seems to remain steadily below the cost. 

When goods have deteriorated in value from any cause, 
— ^being shop worn, out of date, etc., a liberal reduction 
should be made in the cost valuation to cover such facts. 
The same basis should be observed in inventory valua- 
tions at all times in order that the profits of each fiscal 
period will cast a true reflection of the business opera- 
tions. 

Goods Included and Not Included in Inventory 

Goods sent out on shipment to an agent or customer, 
but not sold to him (out on consignment) should be in- 
cluded in inventory. Goods received on consignment 
should not be included. Goods on hand which have not 
been paid for or for which a liability is not shown in the 
accounts and for which no invoices have been received, 
likewise, should not be included in the inventory. 

Signatures of Inventory Takers 

Each person who has had something to do in taking 
the inventory should sign his name or initials to the part 
of the work done by him. The inventory prices should 
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be extended by two persons independently of each other, 
so that a check may be secured upon the accuracy thereof. 

Part II. Depreciation of Assets 
Appraisal of Assets 

The determination of the value of the merchandise 
inventories on hand at the end of an accounting period, 
as considered briefly above, is but one class of supple- 
mentary facts to be ascertained before a set of account- 
ing records may be closed. Other classes of supple- 
mentary facts, also, must be taken into consideration 
and be given proper weight before a proper closing is 
possible. One of these classes concerns asset deprecia- 
tion. 

If it is necessary to use the actual value of the various 
goods on hand at the end of an accounting period to assist 
in determining financial condition and the cause therefor, 
it is necessary, likewise, to be careful to give due con- 
sideration to the value of tlie other assets one may have 
on hand since any reduction therein of necessity must be 
taken up as an element tending to reduce the ultimate net 
profit for the period and also to reduce the present favor- 
able status of the financial condition. 

Therefore, at this point it seems necessary to discuss 
"making an appraisal" to determine the present value 
of such items as machinery, etc., as compared to their 
recorded value, and how the loss in value (depreciation) 
shall be accounted for. 

Depreciation Defined 

Depreciation may be defined as the inevitable shrink- 
age in value of a fixed or capital asset (except land), 
as a result of its use in operations or for other reasons. 
In accounting, the term is applied only to fixed ^.ssets j a 
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reduction in the value of a current asset usually is only 
of a temporary nature, but if permanent, the drop is 
reflected in the inventory of the current assets. Another 
reason is based upon the fact that the value of fixed assets 
is said to be not so easily determined as the value of the 
current ones. 

Causes of Depreciation 

A fixed asset may depreciate or decline in value be- 
cause of : 

1. Use — wear and tear 

2. Exposure to the elements 

3. Destruction through accidental cause 

4. Obsolescence or inadequacy 

Points 1, 2, and 3 represent physical causes, and point 
4 represents a functional cause. 

The continual operation of a machine eventually will 
wear it out. Each day's operation deteriorates it, un- 
noticeable at first but becoming more pronounced as time 
goes on. A machine may be idle most or all of the time 
and yet it will depreciate in value as time passes, some- 
times even more rapidly than if used continually. A 
machine in present use may be rendered valueless by the 
placing of a new kind upon the market which will do 
better work or the same work more quickly. In other 
words, it gradually goes out of use, becoming obsolete. 

The proprietor who does not recognize this lessening 
in the value of his fixed assets, and provide therefor, in 
his accounts, finds himself suddenly required to replace 
one of these assets. This may require paying out a large 
sum of money in cash, perhaps at a time when he can ill 
afford to do so, so that in a certain period his books, as a 
result, will show a loss instead of a profit. Profits should 
be uniform, if not gradually increasing, and, therefore, 



224 ACCOUNTING— PKINCIPLBS AND PRACTICE 

depreciation should be recognized and so provided for in 
the accounts that when a fixed asset needs replacing the 
year in which it is replaced will not have to bear the 
entire burden thereof. Since depreciation is a gradual 
process day by day, properly, it should be provided for 
over the entire life of the asset atfected. Each year or 
period should bear its proportionate share or burden. 
That is the problem before us now. 

Method of Recording Depreciation Upon the Books. 

There are several methods of determining deprecia- 
tion. These we shall reserve for later discussion. De- 
preciation is an operation expense, and should be handled 
as any other expense, the operations benefited receiving 
debits therefor. 

Assume a machine valued at $1,000, which has an es- 
timated existence of 10 years. Assume, also, that each 
year should bear 1/10 or 10% of the total depreciation 
charge which then for each year will amount to $100. 

When the books are closed, this $100 must be re- 
corded somehow. This is done by opening a "Depreci- 
ating of Machinery" account and debiting it with $100. 
This account is a profit and loss account explaining the 
decrease in the value of the asset of machinery. What 
account shall be credited? Before answering this ques- 
tion, do not forget what was said previously concerning 
the valuation of assets, that "assets should be carried 
on the ledger at cost." If one keeps this principle in 
mind, he cannot rightfully credit machinery account for 
the $100. Also, if the latter is done, one would never 
know from an examination of the machinery account on 
the balance sheet what was the cost of the machinery item. 
Therefore, it is seen that the other half of the entry, pref- 
erably, should not be posted to the fixed asset account 
as a credit thereto. Again, since the cost price of such 
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asset is set out in the balance sheet from period to period, 
the depreciation being subtracted from such price, until 
the whole fixed asset has been disposed of, some method 
of record must be used so that the amount of the deprecia- 
tion, chargeable period by period to profit and loss, may 
as a whole quantity be kept in mind so that the balance 
sheet will be properly set up and readily interpreted. 

Depreciation Reserve Account 

A reserve account carries a credit balance, if any. 
From the present point of view, it is created upon the 
books for the purpose of recording therem the reduction 
in the value of an asset. Its use applies the principle 
that to subtract in bookkeeping, one may add the amount 
to be subtracted to the opposite side of the account to 
be reduced or to the opposite side of another account 
kept especially for that purpose. Therefore, for the 
credit part of the entry discussed in the last section, let 
us credit depreciation reserve account $100. The com- 
plete entry then would be : 

Dr. Depreciation of Machinery $100.00 

Cr. Reserve for Depreciation of Machy. . . $100.00 

The depreciation reserve account is seen, therefore, 
merely as an offset account to an asset account which 
upon the books carries an overstated value. 

This method leaves the machinery account unaffected, 
and creates a new account. The account of depreciation 
of machinery now holds the profit and loss element and 
clears the machinery account of its mixed feature to such 
an extent that upon the balance sheet the machinery ac- 
count will be entirely real— not partly real and partly 
nominal. 

At a later time the reserve account will be considered 
from another point of view. 
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Showing Asset Value Reduction on the Balance Sheet 

The value of an asset, then, at any time, may be ascer- 
tained readily by examining the two accounts: 

1. The asset account 

2. The reserve for depreciation account 

In a balance sheet the asset is shown at its original valua- 
tion offset by the reserve account on the credit side; or 
as is preferable, the asset is shown at its original valua- 
tion and the amount of the reserve is deducted therefrom : 

Machinery $1,000.00 

Lesa— Reserve for Depreciation 100.00 $900.00 

Discarding a Depreciated Asset 

Assume the following state of facts : a machine costing 
$1,000 with an estimated life of 10 years, and a scrap 
value of $100. Each year at closing time an entry will 
be booked: 

Dr. Depreciation of Machinery $90.00 

Cr. Reserve for Depreciation of Machy $90.00 

To record yearly depreciation provision 

Assume again that at the end of ten years the machine 
is discarded. At the end of each of these ten years an 
adjusting entry similar to the above will be made. The 
result of these periodical entries is that at the end of the 
ten years a reserve of $900 will have accumulated. If, 
then, the old asset is discarded, its scrap value being dis- 
regarded as a usable asset, the entry should be : 

Dr. Reserve for Depreciation of Machinery $900.00 

Scrap Material 100.00 

Cr. Machinery $1,000.00 

To record discarding of machine. 

When a new machine is purchased, its cost will be debited 
to the fixed asset account in the usual way. 
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Methods of Providing for Depreciation 

It is the business of the accountant before closing the 
books to see that the book value of the plant items has 
been brought down to the true value in accordance with 
the wear and tear thereon above ordinary repairs, and 
their usefulness from the point of age. This scaling 
down of value is done by charging to profit and loss and 
crediting a reserve account with a sum representing the 
wasting away of the value of each of the assets. This 
sum is determined from a percentage given by the head 
accountant, the partners or the board of directors, or a 
percentage secured by a more scientific method of work- 
ing out the probable shrinkage on a formula approved 
by such authorities. 

Several methods are used for figuring the yearly 
amount of depreciation, only two of which will be con- 
sidered at present : 

1. The straight line method 

2. The reducing balance method 

The straight line method is most commonly used, since 
it is the simplest in theory and in application. In the 
example given above for the machine costing $1,000 with 
a scrap value of $100, whose life is 10 years, the yearly 
charge of $90 may be computed by the following formula : 

Cost (C) —Scrap (S) 
Depreciation (D) = 



$90 = 



No. of Year;3 (n) 
$1,000 — $100 



10 



The reducing balance method is another in general use. 
The theory underlying its use is that the upkeep expense 
is light when an asset is new, and heavy when the asset 
is in the final years of its life. By this method, the 
charges to operation are more evenly distributed over 
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the life of the asset than by the straight line method. 
The depreciation at first is large while repairs are small. 
As the depreciation decreases, repairs increase. The 
method is just, because as the years pass the repair and 
maintenance charges increase. This reducing balance 
method also reflects more accurately than the straight 
line method the composite reduction in value of a new 
plant. This method contemplates the determination of 
a uniform percentage rate which is to be deducted each 
year from the reducing value. This uniform charge 
would be computed as follows: 

Percentage (P) = 1 - ^^^E^VjS)_ 
^ Cost (C) 

This formula is solved easily by the use of logarithmic 
tables. The mathematical calculation is somewhat com- 
plicated, and the annual rate of depreciation gives little 
indication to the ordinary person of the period required 
to write off the asset. 

Assume the asset cost $1000, and the fixed depreciation 
rate is determined as being 10%. The first depreciation 
estimate is $100 (10% of $1000). The reduced value is 
now $900. The second depreciation estimate is $90 (10% 
of $900). The reduced value is now $810. The third 
depreciation estimate is $81 (10% of $810). The re- 
duced value is now $729. The process is continued in 
this way. A zero valuation never can be secured because 
the series becomes indefinite and indeterminate. 

Depreciation of Current Assets — Accounts Receivable: 
Reserve for Bad Debts 

The handling of depreciation thus far was in connec- 
tion with the fixed tangible assets, of which machinery is 
an example. Certain other business values require a 
similar treatment. 
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The accounts receivable of a business represent value 
owing to the business. Theoretically, the full amount of 
this value eventually ought to be realized; practically, 
experience demonstrates the contrary. All the accounts 
receivable will never be collected except in exceptional 
cases. Every business appealing to a general trade, 
partly on a credit basis, suffers losses from uncollectible 
accounts and notes. Such losses are a business expense 
to be shown in the statement of profits and income in 
either one of two places thereon : 

1. As a selling or administrative expense. 

2. As a financing expense allocated with the de- 
ductions from regular income. 

Therefore, the management should make provision in the 
accounts at the end of each period for such probable 
losses. 

At the end of each accounting period an estimate is 
made of uncollectible accounts receivable in any one of 
a number of ways: 

1. As a percentage of sales. 

2. As a percentage of accounts receivable out- 
standing. 

3. By past experience. 

4. By an inspection of the open accounts. 

Such uncollectible accounts are called "bad" accounts or 
"bad debts." 

When their amount has been ascertained, an adjusting 
entry should be made : 



Dr. Bad Debts $ <f 

Cr. Reserve for Uncollectible Accounts $ ^ 

To record the estimate made of accounts receiv- 
able uncollectible 

The bad debts account is an expense account to be charged 
off periodically to profit and loss. The reserve account 
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is a valuation account whose purpose is similar to that 
of the account reserve for depreciation. If it were 
known at all times just what accounts were bad, its use 
would be unnecessary. But as it stands, it records the 
expected loss in a temporary manner until the accounts 
actually known to be bad can be picked out, which may 
be in a period subsequent to the one in which the account 
was received. 

When a customer's account is found to be bad, the 
amount thereof is written off at once as follows : 



Dr. Reserve for Uncollectible Accounts. 
Cr. Customer 



If the account is collected subsequently, the amount of 
money received may be credited to the reserve account. 

In the balance sheet the asset of accounts receivable 
is shown at book value offset by the amount of the reserve 
account on the credit side; or better yet, the asset is 
shown at book value and the amount of the reserve is 
deducted therefrom : 

Accounts Receivable $100,000.00 

Less— Reserve for Bad Debts 1,000.00 $99,000.00 



Reserve for Discounts 

The argument for creating the previous reserve was 
to reduce the book value of the asset known as accounts 
receivable to its true value. While the danger of a debt's 
becoming bad has been provided for, it must not be lost 
sight of that the book value of the accounts receivable 
will not be received in full, as a certain class of customers 
are liable to anticipate their cash payments by settling 
the account in advance and claiming a discount. There- 
fore, so far as these customers are concerned, their ac- 
counts will not be received at par. This is another ele- 
ment which reduces the book value of the accounts 
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receivable and which may be provided for, if desirable, 
by a reserve to absorb these losses through discounts 
taken. 

A reserve for discounts measures the overstatement of 
customers' accounts, therefore, an account of cash dis- 
counts to be taken by them. It is set up as follows : 



Dr. Discount on Sales 

Cr. Reserve for Discounts. 



At the beginning of the next period this entry would be 
reversed. 

There are many ways of figuring such a loss, by a more 
or less involved method of procedure, but perhaps the 
one most generally followed is to take a certain per- 
centage of the accounts receivable, which percentage is 
based upon data representing past experience. While 
not as important as the other two reserves discussed 
above, the ability of employing the mechanism of account- 
mg to set forth the true status impels one to consider 
seriously the advisability of setting up such a reserve, 
especially in certain lines of merchandising where dis- 
counts are freely taken. 

The balance sheet should not reveal the accounts re- 
ceivable as being worth more, in dollars and cents, than 
they eventually turn out to be, and this loss by reason 
of discounts taken may be provided for, and if so, in the 
period in which the accounts in question were created. 

Both the reserve for uncollectible accounts and the re- 
serve for discounts are valuation accounts, and as such 
should be deducted on the balance sheet from the assets 
to which they apply. 

Other Reserves 

In addition to the reserves above indicated, which pro- 
vide for the operation of a business in its manufacturing 
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and trading aspects, there are certain reserves which in 
different business establishments it is wise to provide for. 
Before going further, it is perhaps advisable to set 
out the different types of reserves made use of so that 
the student will see clearly that there are different types 
and will not consider them as all the same. Accountants 
are not uniform in their classification of reserves and 
their placement upon the balance sheet. A reserve is an 
account displayed upon a balance sheet representing 

1. A valuation account. A valuation account 
holds an amount considered as an offset to an asset 
which has declined in value. This type of reserve 
has been illustrated above, — the reserve for deprecia- 
tion, for example. 

2. An appropriation of profits for a special pur- 
pose. Such a reserve is a true reserve, because it 
"reserves" a certain amount of profits for a specific 
purpose. These reserve profits are part of Surplus 
and as such, unless reserved, may be paid out as divi- 
dends. They really amount to appropriated surplus 
since created out of profits. Examples of such re- 
serves are reserve for contingencies, reserve for sink- 
ing fund, etc. 

3. A mixed reserve. This type of reserve may 
take the characteristics of a valuation account or a 
true reserve depending upon conditions. Such a re- 
serve is created usually by a charge to operation as 
in the first type above, but unless an actual liability 
exists, it has the characteristics of the second type, — 
as for example, insurance reserves, accident reserves, 
pension reserves, etc. 

It is advisable to provide at times for certain events 
which are reasonably sure to happen, although not in the 
ordinary procedure of manufacturing or merchandising. 
It may be desirable to provide for accidents that are likely 
to occur, the total expense of which should not fall upon 
the one period in which such accidents happen. For 
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such purpose a "Contingency Reserve" would be set up. 
Such a reserve provides for extraordinary losses by fire, 
flood, etc., in such a way that a charge therefor upon 
occurrence will not be made against the profits of the 
period in which they happen. This is true, also, for the 
liability for accidents to employees. 

The careful looking into the future for events which 
are bound practically to happen necessitates a method of 
handling the asset of cash by certain entries upon the 
books so that in reality available funds will be husbanded 
for these future needs. For instance, assume that there 
is a needed expenditure of $1,000,000 in a certain year 
over and above the ordinary expenses of doing business, 
for certain additions or improvements. It would be un- 
wise, therefore, to utilize the cash on hand in the paying 
out of additional dividends which might seem to be justi- 
fied by the profits of the year. The cash can, however, 
be placed in a fund by actually and physically drawing it 
out of its regular repository, and placing it on deposit, 
interest being earned thereon. In this manner it is segre- 
gated from the general cash account subject to check. 
The amount remaining subject to check is, therefore, by 
this expedient, not deceptive to the eyes of the reviewer 
of the balance sheet nor is there the possibility of using 
the cash account to such an extent that it will be depleted 
beyond the ability to use its content for the intended 
improvements. 

Part III. Unrecorded Transactions: Prepaid and 
Accrued Items 

Unrecorded Transactions 

In practice there are generally a few transactions 
which have taken place before the end of an accounting 
period which at that time did not find expression in the 
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books of account. In other words, the bookkeeper or ac- 
countant must at all times be on the lookout at the end of 
each accounting period for invoices unpaid and not yet 
recorded. 

A schedule should be made of all such invoices and then 
the proper entries should be made to take them up on the 
records. Suppose, for example, that the fiscal period 
of a certain trading company ends on June 30. On June 
30, 19 — , the bookkeeper extracted a trial balance from 
his books as a preliminary to closing them and setting 
up the usual financial statements. After drawing this 
preliminary trial balance as of June 30, 19 — , the book- 
keeper discovered that on the same date the unpaid in- 
voices not recorded amounted to $2,515. These invoices 
were classified as follows : 

Purchases — Mill Supplies $2,145 

Rent 150 

Insurance (of which $135 had expired) 220 

Total $2,515 



Naturally, the ledger accounts must be adjusted in order 
that these discovered facts may be recorded therein. 

Suppose in this instance, the classification of accounts 
as carried in the ledger in respect of these three types of 
transactions, displays the following accounts : 

Purchases — Mill Supplies 

Rent 

Insurance — Unexpired 

Insurance — Expired 

These unrecorded invoices are taken up by the following 
entry : 

Dr. Purchases — Mill Supplies $2,145.00 

Rent 150.00 

Unexpired Insurance 220.00 

Cr. Accounts Payable $2,515.00 

To set up accounts payable not yet 
yet recorded 
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When the accounts are closed, the insurance unexpired 
account must be adjusted so that the expired amount 
will tind its way to the amount of $135 into the expense 
account of insurance expired. 

Prepaid and Accrued Items 

One other type of adjustment entry, — that of accruals, 
demands our attention before the profit and loss accounts 
standing upon the ledger can be closed out correctly. 
The consideration of accruals merely continues the prac- 
tice of allocating the profits and losses to the period 
wherein they belong. The problem may be considered 
as that of handling the estimates or inventories of pre- 
paid and accrued expenses and income which at this time 
will be considered by the one term "accruals." 

Accruals may be defined as amounts of value which 
are: 

1. Assets. These represent amounts paid in one 
period for an obligation due or applicable to a subse- 
quent period. 

2. Liabilities. These represent obligations cre- 
ated and existing in one period which will not be dis- 
charged until a subsequent period. 

Examples of the first kind are rent, advertising, insur- 
ance, etc., which have been paid by us not only for the 
period in question but for a subsequent period. Ex- 
amples of the second kind are wages, taxes, commission, 
etc., which have been accumulating against us in the pres- 
ent period, but which will not be paid until a later period. 
In any case under review, what these items are, depends 
upon having a knowledge of the business, and upon a 
knowledge of past statements of the business. 
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Illustrative Accounts 

A discussion of the following representative accounts 
will show clearly how such items are handled. In general, 
their treatment is similar to that given in connection with 
the mixed merchandise account already considered. 

TRANSACTIONS 

1. Rent received, $1,000, in payment of one year's 
rent in advance, six months of which period has just 
ended. 

2. Rent paid, $800, in payment of six months' rent 
in advance, three months of which period has just 
ended. 

3. Insurance paid, $200, for one year's premium 
in advance, six months of which has been consumed 
to date. 

4. Wages for the six months' period from Janu- 
ary to June, 19 — , amount to $2,500 of which the 
amount due but unpaid to date is $150. 

5. Taxes accrued to date, based upon past experi- 
ence, $200. 

6. Interest earned, $300, of which amount only 
$200 is due and has been paid us. 



Received $1,000.00 



Rent 








Rent Received 


19— 
June 30 


Profit and Loss.$ 500.00 
Unearned 500.00 


19— 
Jan. 2 




$1,000.00 


July 1 




Rent Paid 


19— 




19— 



$1,000.00 



Balance Down ... $ 500.00 



March 1 Paid $800.00 June 30 Profit and Loss. .$400.00 

Unexpired 400.00 



$800.00 $800.00 



July 1 Balance Down ...$400.00 

We have here two rent accounts, one representing rent 
income and the other rent expense. In the first case, 
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cash has been received for rent service which we must 
render for a given period, the period extending beyond 
the present fiscal period. The cash was received on 
January 2, for a year in advance. Until this service is 
rendered by us, we are liable, under obligation to render 
it. As each day and month passes, this liability to grant 
rent service is reduced gradually, the amount of the re- 
duction measuring the income earned. As service is 
given, the rent account assumes a mixed nature, changing 
from a liability account to an account holding both a 
liability and an amount of income. Therefore, at the 
end of a fiscal period the two elements must be separated 
in order that the accounts will present conditions cor- 
rectly. 

The current fiscal period ends on June 30. There- 
fore, only one-half of the amount of value received 
measures current income and applies to the period from 
January to June, inclusive, and the balance measuring 
a liability must be deferred or carried over to be applied 
to the next fiscal period. When the $1,000 was received, 
the entry made in the ledger was : 

Cash $1,000.00 

To — Rent Received (or Rent Income) .. $1,000.00 

The $1,000 was entered to the credit of the income account 
' ' rent received. ' ' On June 30, an adjustment entry must 
be passed to the effect : 

Rent Received $500.00 

To — Profit and Loss $500.00 

When this second entry has been entered upon the ledger, 
the rent received account will look as shown above, after 
the account has been ruled off. The credit balance of 
$500 represents a liability on our part for money received 
before service has been rendered. The $500 credited to 
profit and loss account represents income from rent 
applied to the current period. 
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During the next period, the $500 balance will gradually 
change its form from representing a liability to that of 
representing income. The part representing income for 
that period should be treated as such when the books are 
then closed. 

The explanation of the rent paid account is practically 
the reverse of that just given for the rent received 
account. $800 was paid for an asset consisting of six 
months' rent which will gradually be consumed as an 
expense during the six month period. Of this asset 
amount, $400 applies as an expense to the current period. 
Therefore, the other half, $400, is a prepaid item for 
which we shall later receive rent service. It is an asset. 
When the amount of $800 was paid, the entry made in the 
ledger was: 

Rent Paid $500.00 

To — Cash $800.00 

The rent paid account is an expense account. On June 
30, an adjustment entry must be passed into the ledger: 

Profit and Loss $400.00 

To — Rent Paid $400.00 

The entering of this second entry upon the ledger makes 
the rent paid account appear as shown above, after the 
account has been ruled off. The debit balance represents 
an asset in our favor for money paid by us for service not 
yet received. The $400 debited to profit and loss ac- 
count represents rent paid by us applied to the current 
period. 

Insurance 

Insubance 

19— 19— 

Jan. 2 Paid $200.00 June 30 Profit and Loss ... $100.00 

, Unexpired 100.00 

$200.00 $200.00 

July 1 Balance Down $100.00 
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This insurance account represents a deferred or pre- 
paid expense item. Insurance service has been pur- 
chased for the term of one year. At the present moment, 
only six months of such service have been used, and six 
months of the service still remain to be used in a later 
period. The amount of insurance premium applying to 
the service not yet used must be deferred or carried over 
as an asset to be consumed later. When the $200 was 
paid out as premium, the entry made upon the ledger 
was: 

Insurance $200.00 

To— Cash $200.00 

The $200 debit entry to the insurance account is the 
first entry made in the account shown above. On June 
30, an adjustment entry must be passed to the effect : 

Profit and Loss $100.00 

To — Insurance $100.00 

When this second entry has been placed upon the 
ledger, the amount left in the insurance account repre- 
sents insurance inventory on hand, an asset, and this 
amount, after the account has been closed, is entered 
below the ruling on the debit side. 

Wages 

Wages 

19— 19— 

Jan... June Paid $2,350.00 June 30 Profit and Loss. $2,500.00 

June 30 Unpaid 150.00 



$2,500.00 $2,500.00 



July, 1 Balance Down ... $ 150.00 

The wages account above shows that wages in the 
amount of $2350 have been paid in the period from 
January-June 30. On June 30, wages were earned but 
unpaid in the amount of $150. The chances are that the 
$150 was owed by us on that date because the regular 
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pay date did not coincide with the day upon which the 
books were closed. If, for example, pay day was on 
Saturday, and June 30 was on the following Wednesday, 
the wages for Monday, Tuesday, and Wednesday would 
be unpaid on June 30, and yet the three days' service 
would have been consumed prior to the end of the period 
under review. 

The unpaid amount, $150, must be included as an ex- 
pense of the current period. The $150 is entered in the 
wages account as a debit in order that it may increase 
the wages expense shown there already. The total 
amount, $2,500, is transferred to profit and loss account. 
The unpaid amount is brought down as a credit below the 
closing rulings, and is a liability. 

Taxes 

Taxes 

19— 19— 

June 30 Due $200.00 June 30 Profit and Loss . . . $200.00 



When the set of books is closed, the item of taxes must 
at that time be taken into consideration, before the profit 
or loss for the period is ascertained. Taxes usually are 
paid once a year ; at least, they are assessed once a year. 
Suppose they are paid in December. At the present 
time, no account therefor can be found upon the books. 
An examination of a previous statement reveals the fact 
that the taxes are $400 a year. With this figure as a 
basis, we can determine how much taxes payable have 
accrued as at June 30 of the present year, and take such 
amount up on our books. This amount should be taken 
up because the present period should stand its share of 
the annual amount, the annual tax expense. The share of 
the yearly tax expense should, to the amount of $200, be 
charged against the present period. Since this amount 
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has been lost in the present period and has not been paid, 
it is also a liability. 

The entries to take up this adjustment depend upon 
the method followed. One method of recording the $200 
among the expenses and on the books is as follows : 

Taxes $200.00 

To — Taxes Accrued $2.00.00 

The placing of this entry upon the ledger results in re- 
cording both the expense and the liability. The taxes 
account is then closed in the summary profit and loss 
account by the following entry : 

Profit and Loss $200.00 

To — Taxes $200.00 

The liability account now rehiains upon the ledger to be 
taken up into the balance sheet when the latter is pre- 
pared. 

On December 31, the end of the year, when the tax bill 
is paid, the following entry is made : 

Taxes Accrued $200.00 

Taxes 200.00 

To — Cash $400.00 

The existing liability is then canceled and the new tax 
expense of $200 is recorded in the taxes account, later 
to be closed into the profit and loss account. This 
method opens a taxes account upon the ledger, which, 
although immediately closed into profit and loss, re- 
mains as a record of the tax expense for the period under 
review. 

A second method of handling the tax cost is to make 
the following entry at the end of the period. This method 
really combines the first two entries given above into one 
entry : 

Profit and Loss $200.00 

To— Taxes $200.00 
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The tax expense is carried directly into the profit and 
loss account M'ithout having to open a taxes accrued 
account. On December 31, when the tax biU is paid, the 
entry is as follows : 

Taxes $400.00 

To— Cash $400.00 

The $200 liability for tax expense is carried on the ledger 
from July 1 to December 31, inclusive, and is canceled 
at that time by the last entry shown above. 

This latter method is the one most commonly used. 
The first method perhaps may be considered as following 
the principles of accounting more closely than the second 
one. In fact, the first method may be used whenever pos- 
sible, for any adjustment not shown upon the books at a 
closing date, whether it concerns an expense or an income 
item. 

Interest 

Interest Earned 

19— 19— 

June 30 Profit and Loss. . .$300.00 Jan. — June Received $200.00 

Earned — not 

due 100.00 



$300.00 $300.00 



July 1 Balance Down $100.00 

Interest income thus far received amounts to $200. 
$100 interest income has been earned but is not yet due. 
Therefore, our total interest earnings for the reviewed 
period are $200 plus $100, which amount should be ap- 
plied to the current period. Because of this fact, the $300 
should be transferred to profit and loss account. The 
unpaid amount of $100, which has been earned, is an as- 
set. It is shown as a debit balance to the interest earned 
account below the closing rulings. 
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Adjustments on Both Sides of an Account 

Thus far, in the discussion of adjustments relating to 
prepaid and accrued items typical accounts have been 
shown in which adjustments were made only on one side. 
Many other accounts require the same kind of adjustment 
entries. Accounts are found sometimes which require 
adjustments on both sides. For example, assume the 
same state of facts, concerning rent income and rent ex- 
pense, mentioned above, are recorded in one account in- 
stead of in two of them. The mixed account showing 
both income and expense would be about as follows : 

Rent 

19— 19— 

March 1 Paid $ 800.00 Jan. 2 Received $1,000.00 

June 30 Unearned 500.00 June 30 Unexpired 400.00 

June 30 Profit and Loss. 100.00 



$1,400.00 $1,400.00 



July 1 Unexpired Bal... $1,400.00 July 1 Unearned Bal.. . .$ 500.00 

Mixed accounts, it should be remembered, are not to be 
tolerated. 



CHAPTEE XI 

CAPITAL VERSUS REVENUE 
THE WORKING SHEET OR STATEMENT 

Part I. Capital versus Revenue 

Introduction 

The person in authority who decides what accounts are 
chargeable has in his hands at times the very important 
decision of whether an amount should be charged to an 
investment or fixed asset account, or whether it should 
be entered in a nominal account, thus going eventually 
into the summary account of profit and loss. The ratify- 
ing of such a charge and the interpretation of the physical 
business operation involved is of the greatest impor- 
tance and cannot be overestimated. It presupposes the 
correctness of the two most important business state- 
ments, the balance sheet and the statement of profits and 
income. 

Capital Versus Revenue 

Often it must be decided whether certain expenditures 
are in the nature of maintenance and repair charges or 
constitute an actual plant betterment. All expenditures 
which result only in the replacement of a worn out plant 
or which will maintain it in its efficiency without increas- 
ing its value in any way above the amount paid out origin- 
ally therefor or which will not increase its productive 
power beyond that which the plant possessed when new 
are "repair and maintenance" expenditures. Repair 

244 
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and maintenance expenditures are chargeable against 
revenue as a cost of doing business. 

But if the expenditure results in increasing the original 
value of the plant or will increase the efficiency and 
productiveness of the plant beyond its first capacity, the 
expenditure constitutes a plant betterment which is 
chargeable to capital; its amount should be found on the 
balance sheet as an asset. 

Sometimes an expenditure is mixed in character — par- 
tially capital and partially revenue. One must be sepa- 
rated from the other; the capital expenditure is the 
amount of the actual betterment or the value of the new 
over the value (cost) of the old. For example, new 
machinery may be purchased to replace old machinery 
which has been discarded and the original value of which 
is less than that of the new, with a scrap value that 
is about equal to nothing. Whatever value the old ma- 
chinery has on the books at that time is a proper charge 
against revenue, and the entire cost of the new equipment 
is a proper capital charge. The result of the entries for 
the two pieces of machinery is that upon the books the 
asset value therein shown will have been increased by the 
amount by which the new machinery cost exceeds the old. 

Three Points to be Considered 

The interpretation of the classification of accounts and 
the disposition of an expense item is often the cause of 
much argument. The different viewpoints which one is 
apt to meet may be grouped in about three classes or 
divisions : 

1. The common mistake of charging as an expen- 
diture of capital an amount which improves the plant 
or substitutes new plant for old without additional 
value or productivity. Such a practice results in a 
false balance sheet, the falsity of which would be dis- 
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closed were an actual inventory taken. Mining com- 
panies often err in this regard by constantly adding 
to their assets items which are purely those of a 
nominal nature; the effect is to increase a surplus 
■which does not actually exist. Traction companies 
often are found which charge all expenditures for 
new car roofs, for brake replenishments, etc., to fixed 
asset accounts, making a capital charge thereof. 
The result is a book surplus disproportionate to the 
actual state of affairs and large earnings out of which 
dividends presumably may be paid but which in fact 
do not exist. 

2. The conservative practice of charging to capi- 
tal only when an expenditure represents an asset that 
will either pay for itself finally or which will at once 
produce the necessary amount of interest required to 
pay for the money borrowed ; also, where the expen- 
diture increases the income of the company by per- 
mitting the company to secure some means of effi- 
ciency which by its use will decrease the cost of 
manufacture or selling. Eailroads are familiar ex- 
amples of enterprises following this practice, many 
times charging improvements of a capital nature as 
an expense. Expenditures often are considered by 
railroads in the light of a possible return; leveling 
a grade, replacing light rails with heavier ones, re- 
placing a wooden or iron bridge with one of concrete, 
etc., are considered as non-productive since no more 
freight or passengers will be hauled after these im- 
provements are installed than before. Such changes 
are charged against the road's revenue. But if four 
tracks, instead of two, are installed permitting the 
use of more passenger and freight trains, increased 
income is represented, and such improvements are 
capitalized. Conservatively, as a rule, this may be 
considered good business, and if it is bad accounting, 
it represents a much better condition of affairs than 
the reverse practice referred to under point No. 1, 
above, in relation to mining companies and trolley 
lines. 

3. A charge to capital account whenever an ex- 
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penditure has been made that adds a permanent addi- 
tion not before existing, or which increases the value 
of a fixed asset already in use over its former value, 
or one which represents an actual increase in the 
size or productivity of the old asset. This third 
view has been mentioned already as the one to use. 
It is more rational than the others and if followed out 
conscientiously will not endanger the balance sheet 
and will not weigh down the profit and loss account 
with items which never should have been entered 
therein. 

Five Tests to Apply in Detertnining Whether a Charge is 
Against Capital or Revenue 

It is very important, then, to have in mind the proper 
viewpoint and to enter up the books of account in a way 
that will produce an honest balance sheet and statement 
of profit and loss. There are a few tests which may assist 
one in determining the proper disposition of a doubtful 
charge. These tests should be applied when the entries 
are first made; it is no time for the bookkeeper, when 
closing his books for the year, to decide just where the 
different items should go. The tests may be set out 
about as follows : 

1. Does the proposed expenditure tend to increase 
the permanent value of the property? 

2. Does the proposed expenditure tend to increase 
the plant's productive power, or in any way increase 
the output? 

3. Does the proposed expenditure relate to the re- 
pairing of an already existing asset, — renewing it or 
keeping it up to a standard of efficiency, or does it 
represent a new asset? 

4. Is the proposed expenditure of a permanent 
character, — one which may be included among the 
permanent items of fixed plant, or does it represent 
an expenditure of a temporary nature whose purpose 
is to facilitate the work during unusual conditions ? 
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5. Does the proposed expenditure relate to ex- 
penses applicable to the current period only, or are 
they in part applicable to subsequent periods, pro- 
ducing, in the latter, profits which have no relation to 
the profits of the period under discussion ? 

Illustrations of Tests 

The following examples are given to illustrate the five 
points or tests mentioned in the last section : 

1. Assets may be bought in a condition less ad- 
vanced than that which their purpose demands. A 
new fence or roof is painted as a protection against 
weather conditions; subsequently, the fence or roof 
may be painted again after the first has been worn 
to a point where it is wise to repaint and thus pre- 
serve the asset in question. The first painting is a 
proper charge against the fixed asset account; the 
second is a repair charge. Again, an old factory 
building is bought in a city of moderate size. The 
city gradually grows, and at last the owner of the 
factory finds it to his advantage to remodel this 
building into one of modem appearance. Such re- 
modeling is a permanent change. Later, from time 
to time, the owner makes changes to secure tenants ; 
these changes do not in any way increase the value 
of the building, they are in the nature of rental ex- 
pense and should so be considered. 

2. A handpower printing press has been dis- 
carded for a more modern one. The handpower 
press, say, cost $500, and the new one $3,000. The 
machinery account has increased in amount $2,500. 
There is still only one press, but it is an asset of 
more value; it is permanent and undoubtedly will 
produce greater results for the concern than the old 
one. 

3. There is a sharp line between expenditures for 
repairs to an asset and those which increase the pro- 
ductivity of an asset. The distinction is not a diffi- 
cult one to draw and should present no difficulty. 

4. A railroad erects a temporary bridge as 
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against the erection of a permanent one. The cost of 
the temporary structure is chargeable properly to 
profit and loss. If the temporary bridge is made 
necessary on account of new construction the differ- 
ence between the cost of the new material and the 
cost of construction, and any residual value secured, 
after the temporary work has been dismantled, is a 
proper charge as an additional cost of the new work. 
5. This point covers the question of accrued 
charges, debits and credits, which are found on bal- 
ance sheets expressed in a number of ways, as for 
example, "deferred assets or liabilities," "deferred 
charges to profit and loss," etc. These were dis- 
cussed in the last chapter. 

Miscellaneous Examples of a Doubtful Nature 

One meets many expenditures on which some judgment 
must be expended before a decision can be reached. Ex- 
penditures for permanent roadways in and around the 
factory yards, and for the caring for land and buildings, 
if of a permanent nature and first put on the property 
at the time of its acquisition, are proper charges to fixed 
asset accounts representing improvements because they 
make the property in question suitable for operation pur- 
poses. Subsequent charges for repairs are revenue ex- 
penditures, not capital charges. 

Organization Expenses 

Assume a corporation begins business existence with 
an authorized capital stock issue of $1,000,000. The cash 
has been paid in and property secured. In connection 
with these activities, there are certain expenses such as 
engineers' fees, charter expenses, which cannot be con- 
sidered as true assets. They could not be sold to pay 
debts, and yet if charged to profit and loss a condition 
exists under which the company, before it begins opera- 
tions, has a loss or deficit. Since there have been no 
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operations, it is diflScult to say that there has been either 
a profit or a loss. Properly, these organization expenses 
may be charged temporarily to a capital or permanent 
account and not be written off in the current period to 
profit and loss. However, it is proper to write off in 
subsequent years a portion of these organization ex- 
penses until they disappear entirely. The period in- 
volved should be made as short as possible. 

Interest on Bonds 

Interest on bonds of a company under construction is 
another item of an apparent profit and loss nature. 
When the capital is raised and the bonds floated for the 
construction of the enterprise, interest becomes due. 
Suppose that $1,000,000 of these bonds have been issued 
at 5%. At the end of the first year, the interest charge 
represents an outlay of $50,000. This interest charge 
may be considered as a capital charge representing an 
additional expenditure made necessary to build that 
which is desired. Suppose a person erected a building 
in the city of New York and selected for the purpose a 
certain kind of brick made in a distant place. Suppose 
the brick cost $30 a thousand f.o.b. point of shipment. 
The purchaser will have to pay the freight to New York. 
If the purchaser buys f.o.b. New York, the shipper having 
paid the freight, the goods will cost the same as before. 
If the buyer pays the freight, its amount is added to the 
cost of the shipper's price f.o.b. point of shipment, since 
the material he puts in the building has actually cost 
him that amount of money. In the case of borrowing 
money for plant construction, the money must be landed 
at the point of operation. The shipping charge, so to 
speak, is the interest cost. It costs that much more to 
build the plant and this requires large entries in the cost 
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of construction chargeable to the value of the asset being 
built. If there is a desire to place conservatively upon 
the balance sheet, the value of the plant construction, the 
amount of the interest paid might in subsequent years 
be deducted from the cost of the plant. But it would 
be unreasonable to charge such cost at once to the profit 
and loss account, as the condition would then exist as 
mentioned above under expenses, namely, that before any 
operations had commenced, the accounts would show a 
deficit. 

Advertising Expenses 

Another item on which a great difference of opinion 
exists is whether advertising should always be charged 
to profit and loss. At first thought, advertising implies 
the securing of business through the local papers, circu- 
larizing the customers, signs, etc., which concern the trad- 
ing end of a business, and undoubtedly a profit and loss 
item of the business already in existence. 

Elijah W. Sells, C.P.A., differentiates, in an article in 
the Journal of Acco%mtancy , between a new business pro- 
viding for the advertising of an article not previously 
known, as against an old established business, such as 
a mutual insurance association. He points out that the 
benefit of advertising is purely one that obtains to the 
advertiser and cannot readily be sold. Take a business 
like that of the Eoyal Baking Powder Company; one can- 
not really estimate what advertising has done for this 
concern. The name so made has created a greater value 
than any other asset listed on the balance sheet. When 
a new article comes out, the public must be educated up 
to its use ; advertising in this instance is not to increase 
the business but to establish it. It is, therefore, per- 
missible to charge such advertising to an asset account 
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since, if the business were sold, the goodwill would be an 
object of sale as much as the assets representing the tools 
for manufacture. 

These are exceptional cases, and the conservative man 
will determine in ordinary business procedure that all 
advertising represents an expense to be charged immedi- 
ately to profit and loss, or if considered as a deferred 
asset, one to be written o:ff as soon as possible. 

Goodwill 

Under later discussions it will be seen that goodwill 
comes in the same category as organization expenses and 
advertising. There are times when the purchase of a 
business reveals an amount paid beyond the value of the 
actual existing assets ; this purchase price implies a pay- 
ment for the reputation of the business established 
through years of successful and satisfactory trading with 
the public. It is advisable to set out such an account as 
a separate item rather than to swell the value of the other 
assets beyond their true worth; the amount paid for 
goodwill may be charged to the asset account of the same 
name and appear as such on the balance sheet. How- 
ever, this should be only when goodwill has been paid for 
as part of the sale. Even under such circumstances, it 
is sound conservative practice, for safe-guarding the bal- 
ance sheet to consider such an item as goodwill a charge 
against profits rather than to allow it to remain on the 
books as an asset of doubtful value. 

Direct Charges Against Surplus 

There is still another class of charges which at first 
would seem to be chargeable to profit and loss, but which 
it would be unfair to place there as by so doing the true 
amount of the profits for a specified period would be dis- 
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torted, and which might, if sufficiently large, effect an 
actual loss. Also the situation might arise that such an 
item will take the place of an actual extinguishment of 
capital brought about by an unusual condition of affairs 
not incidental to the business. 

Again it might be that such an extinguishment of 
capital would not be in the position of harming the value 
of the stock or ownership and it might prove undesirable 
to replace its amount. Here it is proper to charge it to 
one of the original capital accounts or to an account rep- 
resenting a subsequent accretion thereto. This means 
that the item in question would be debited directly to the 
capital account or accounts of the owner or owners, and 
in a corporation it would be chargeable directly to the 
surplus account. 

In a corporation there is a strong distinction between 
capital stock and surplus; the latter represents the ac- 
cretions due to the profit of previous periods that have 
not been set aside either for the payment of dividends 
or for the creation of reserve accounts for extraordinary 
losses or replacements. In certain balance sheets capital 
and surplus are linked together and expressed as one 
amount. To ascertain the book value of the stock it is 
necessary to divide the number of shares into the aggre- 
gate of both capital and surplus. A loss, therefore, may 
occur which is not a loss chargeable to the current profit 
and loss account for the year, but which is a proper 
charge to capital, — to surplus. Losses due to fire and 
flood, due to abandoning an old plant, and due to the sale 
of a capital asset for less than its book value, are familiar 
examples. 

It may be possible and desirable for the management 
to agree to materially reduce the asset of goodwill. If 
the surplus is in a condition to absorb its amount, a por- 
tion of the goodwill at least, if not all, might be written 
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off to surplus rather than depredate it gradually over 
a period of years. 

Fixed Charges Versus Operation Expenses 

Fixed charges are expenses that must be met at regu- 
lar periodical intervals in predetermined amounts which 
constitute a regular and approximately uniform charge 
against revenue at the end of each accounting period. 
They consist of such items as bond interest, mortgage in- 
terest, taxes, rents, etc. Operation expenses are ex- 
penses incurred in the active operation of a business; 
they vary in amount as the business activities expand 
or decrease. 

The terms are most commonly used in connection with 
the accounts of common carriers, — companies whose ac- 
counts are such that no ready distinction is possible be- 
tween trading and general management activities. 

Part II. The Working Sheet or Statement 
Introduction 

It may be assumed that the trial balance has been 
cleared as much as possible, and that from various 
sources the facts have been brought together for inclu- 
sion in the two major financial statements, the balance 
sheet and the statement of profits and income. 

The discussion in the last chapter was a rather de- 
tailed one, going far beyond the mere preparation of a 
schedule of adjusting entries in order that the student 
might become acquainted thoroughly with the methods of 
handling adjusting entries so that they might be dis- 
played properly in the accounts carried. 

In other words, from a practical point of view, the 
facts as to the state of affairs existing on the last day 
of the accounting period to which attention is drawn 
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as being supplementary to the trial balance, should be 
brought to light from the various possible sources, and 
the memoranda taken in this connection should be set 
up in the form of a tabulated schedule before these facts 
are introduced into the books of account. In this sched- 
ule of adjustments, each adjustment is numbered and 
•explained. 

With the trial balance and the schedule of the further 
information required, the point is reached now at which it 
is possible to prepare a balance sheet and a statement 
of profits and income. Necessarily, all the information 
contained in the schedule of adjustment entries must be 
given effect to in the books before they are closed for the 
period involved. But it is not necessary, and it is often 
not convenient, to record this information before the 
statements are prepared. 

With this information in tabulated form, it is easy to 
supplement the trial balance, and to set forth the whole 
of the available facts in an intelligible manner. This is 
done in what is known as a "working sheet" or "working 
statement. ' ' 

Definition 

A working sheet or statement (sometimes erroneouslj'' 
called a six-column balance sheet) is a columnar form 
upon which may be summarized quickly in a single state- 
ment the results for the accounting period under review. 
It presents a picture of the ledger and permits the ac- 
countant to make his adjustments and prove his work 
before he attempts to prepare the final draft of the neces- 
sary financial statements. It also provides the user with 
a proof on the mathematical accuracy of the work as the 
latter progresses. By its use, the connection between 
the figures on the books and the figures presented in 
the final statements is traced easily. A thorough un- 
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derstanding of the use of working sheets is of material 
assistance in solving many of the C. P. A. examination 
problems ; in short, many successes in the C. P. A. exam- 
inations have been due wholly to the fact that the ex- 
aminee, by the use of such a statement, was enabled to 
secure a satisfactory solution to a problem within the 
short time allotted. 

Usual Form of Working Sheet 

The simple form of working sheet contains columns 
for the following facts : 

Ledger Folio 
Name of Account 
Trial Balance 

Debit 

Credit 
Adjustments 

Debit 

Credit 
Assets and Liabilities 

Debit 

Credit 
Profit and Loss 

Debit 

Credit 
Comment 

To better understand this form, it has been set up below 
in conformity to the basic accounting equation. Study 
the makeup carefully. 





Account Name 


Trial Balance 


Adjustments 


Assets 




Dr Cr 


Cr Dr 


Dr 


— 


= 




Liabilities 
Cr 


Capital (Net Worth) 




Investment 
Cr 


Losses 
Dr 


Profits 
Cr 
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The present discussion will be confined to a form con- 
structed according to the first layout above, based upon 
the following problem and its solution. The form used 
is suggestive. Other forms might have been used in- 
stead, all of which are somewhat similar. For example, 
between the trial balance and the adjustment columns a 
column headed "inventory" might have been introduced 
to take up the two inventory values of advertising, $165, 
and insurance, $208.33. 

Illustrative Problem and Solution 

Smith and Roberts are partners trading under the 
name of Smith, Roberts and Company. The following 
is a trial balance of the partnership books : 

Cash $ 12,300.00 

Notes Receivable 32,700.00 

Accounts Eeeeivable 47,000.00 

Merchandise Inventory 3,650.00 

Furniture and Fi.xtures 3,000.00 

Buildings 13,000.00 

Real Estate 50,000.00 

Notes Payable $ 30,000.00 

Accounts Payable 13,100.00 

Purchases 84,000.00 

Sales 152,000.00 

Advertising 2,600.00 

Commissions 3,050.00 

General Expense 12,900.00 

Office Salaries 9,300.00 

Insurance ( 1 year) 625.00 

Cash Discount 375.00 

Interest ._ 175.00 

Discount and Allowances 550.00 

Exchange 25.00 

Postage 1,650.00 

J. Smith, Drawing Account 2,400.00 

F. Roberts, Drawing Account 1,900.00 

J. Smith, Capital Account 50,000.00 

F. Roberts, Capital Account 35,000.00 

$280,650.00 $280,650.00 

Notations 

Inventory on hand, $5,365 
Unexpired insurance, 4 months 
Unused advertising materials, $165 
Office salaries due, $240 
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Division of profits: 
Smith 5/8 
Eoberts 3/8 
Prepare : 

1. Schedule of adjustment entries 

2. Working sheet 
(C. P. A. adapted) 

Schedule of Adjustment Entries 

1. Merchandise Inventory (New) $5,365.00 

To— Purchases $5,365.00 

To record taking up the new inventory 

2. Insurance (New ) 208.33 

To— Insurance (Old) 208.33 

To record taking up as inventory the 
amount of unexpired insurance 

3. Advertising (New) 165.00 

To— Advertising (Old) 165.00 

To record taking up as inventory the 
amount of unused advertising 

4. Office Salaries 240.00 

To — Salaries Accrued 240.00 

To record taking up the amount of sal- 
aries of office due but unpaid 

The following working sheet is presented. 

Preparation of the Working Sheet 

The trial balance should first be listed, the first four 
columns being used for that purpose. The other columns 
should then be laid out to the right. The trial balance 
debit and credit columns contain an exact copy of the 
trial balance figures. The debit and credit of all adjust- 
ments are then entered in the adjustment columns from 
the adjustment schedule and each such amount is labeled 
with the number given that adjustment in the Schedule 
of Adjustments. 

After all the adjustments have been distributed, each 
trial balance account should be examined and its nature 
determined. Then a complete distribution of all the 
items in the trial balance plus those in the adjustment 
columns is made. If an item is an asset, it should be en- 
tered in the asset column as it will appear when the sup- 
plementary information is given effect to ; if it is a liabil- 
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ity, it should be entered in the liability column ; if an in- 
vestment, or an income or ah expense item, the proper 
column should hold the amount involved, all accounts 
appearing as affected by the supplementary information. 
All the columns are then footed, and the work proved 
(the equation is proved). 

The difference between the totals of the profit and 
loss columns should equal the difference between the 
totals of the balance sheet (asset and liability) columns. 
In other words, the total of the assets should equal the 
total of the outside liabilities plus the capital (invest- 
ment plus gains minus losses). This difference between 
the profit and loss totals and the balance sheet totals 
shows the net profit or loss for the period. This differ- 
ence figure should be inserted on the lesser side of the 
profit and loss columns and of the balance sheet columns. 
Each pair of columns should then balance, thus proving 
the work. 

It should be noticed that any departure from the trial 
balance columns in the balance sheet and profit and loss 
columns is a double one, so that, taking each line by it- 
self, the balance of the balance sheet and the profit and 
loss statement figures taken together is always the same 
as the trial balance adjusted figure. 

The Guiding Principle 

If the reader has studied the foregoing processes, he 
will have perceived that the guiding principle has been 
the separation of real from nominal accounts, and that 
this has been so completely effected in the analyzed trial 
balance that the two principal financial statements, the 
balance sheet and the statement of income, profit and 
loss, have been prepared almost automatically. 

Assuming (as is necessary) that the assets are taken 
at their true value, and that all liabilities are included, 
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then of every item of assets in the balance sheet columns 
the following question may be answered affirmatively: 
Does it stand for a real asset — something for which there 
is value! Also, every item of liabilities displayed in 
the same set of columns is a true liability, something 
which must be paid sooner or later. On the other hand, 
the items in the profit and loss columns cannot stand 
these tests. They represent neither true assets nor true 
liabilities, and their failure to stand the test is the true 
mark of their being nominal accounts. 

The one apparent exception to the reality of the real 
accounts is the balance of $50,000 plus $35,000 to the 
credit of the two capital accounts, offset by the balance 
of $2,400 plus $1,900 to the debit of the two drawing ac- 
counts. But there is a very substantial reality behind 
these capital accounts, for they contain the balance of the 
other real accounts with which the period began, — the 
excess of assets over liabilities, or the net cash surplus, 
if their realization at face value had occurred. That is 
reality enough. 

Reference to the working sheet shows that the balance 
sheet columns and those of profit and loss alike result in 
a balance of $39,698.33. This is the profit for the year, 
because it is the amount by which the surplus of real 
assets over real liabilities has increased during the year. 

The ultimate test of the amount of profit earned dur- 
ing a period is the determination of the amount by which 
a man's capital has increased during the year. It might 
be thought, therefore, that since a comparison of the sur- 
plus of assets on hand at the beginning of a period with 
the surplus at the end of the period will show the profit 
of the period, the time spent on the nominal side of book- 
keeping has been wasted. In previous chapters this was 
found not to be the case. Unless books are balanced 
regularly, no guarantee of accuracy exists, nor is there 
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any check on dishonesty. Even though the extent to 
which the capital has increased between the beginning 
and the end of a period shows what profit has been 
earned, it does not show what it might have been had 
greater care been taken. A loss due to carelessness or 
fraud is not disclosed or even hinted at. 

A study of the working sheet brings out the perfect 
adaptation of ends to means. Each of the two sides, 
the real and the nominal, has gone its way during the 
period, and when brought to the balance they produce 
similar balances, though the balance sheet columns con- 
tain real assets and liabilities, while those of the profit 
and loss columns are composed of unreal and arbitrarily 
named accounts. 

From this working sheet the financial statements now 
may be prepared easily, and the books closed. The 
statement of profits and income should have incorporated 
in it all the items found in the two profit and loss col- 
umns, and the balance sheet should be made up from the 
figures shown in the two balance sheet columns. 

A ready understanding of the working sheet can best 
be secured by a careful study of it and the figures it con- 
tains. Each figure should be followed through from the 
trial balance into the column in which it is finally dis- 
posed of. 

The form of working sheet presented in the solution 
of the above problem is simple in its construction. The 
working sheet principle may be used to advantage under 
many varying circuanstances, but only constant practice 
in its use will enabk the student to know when to use it. 

Locating Errors When the Working Sheet Does Not 
Balance 

The use of a working sheet enables the accountant 
out on a case and the student solving a problem to locate 
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his error quickly should he make one. Such a sheet 
places all the figures with which he is working directly in 
front of him, instead of having them scattered around 
on numerous sheets or scraps of paper. With the work- 
ing figures thus systematically arranged, a systematic 
review of the work so far done may be made and the 
error which has crept in may promptly be discovered. 

The following suggestions are offered to assist one 
in running down an existing error : 

1. Re-add the trial balance. A frequent cause of 
error is due to the fact that the accounts are not in 
balance when the solution of a problem is attempted. 

2. Re-add the adjustment columns. The foot- 
ings should agree, one with the other. These col- 
umns may be out of balance due to incorrect addition 
or to the omission of a credit adjustment corre- 
sponding to a debit adjustment which has been made 
(or vice versa). 

3. Check over each adjustment entry and its dis- 
tribution into the columns for balance sheet and 
profit and loss. The necessary adjustment of the 
book figures may have been applied incorrectly or 
the adjusted accounts may have been classified 
wrongly as between the profit and loss and the bal- 
ance sheet columjis. 

4. Re-add the balance sheet and the profit and 
loss columns. 



CHAPTER XII 
CLOSING THE BOOKS 

Introduction 

Nothing now hinders drawing up a balance sheet and 
a statement of profits and income in the customary form. 
These are merely a rearrangement of the items found 
in the balance sheet and profit and loss columns respec- 
tively, on the working sheet. But some work still re- 
mains to be done. The information contained in the 
schedule of adjustments must be given effect to in the 
books, and every detail profit and loss account must be 
closed, by transfer to the capital accounts via the sum- 
mary profit and loss account. 

In practice these two processes would proceed sim- 
ultaneously. It is necessary, therefore, to post the en- 
tries found on the schedule of adjustments, and then to 
open an account upon the ledger called "Profit and 
Loss." This is debited with each amount found in the 
debit column of the profit and loss portion of the working 
statement, the individual accounts being correspondingly 
credited. To profit and loss, also, is credited each 
amount found in the credit column of the same portion of 
the statement, the individual accounts being correspond- 
ingly debited. 

Closing Entries 

Incorporating upon the ledger in one account the 
facts relating to the progress of a business is a process 
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known technically as "closing the books." This term, 
however, may refer to one of three things : 

1. Closing the profit and loss accounts at the end 
of an accounting period. 

2. Closing a set of accounts to be transferred to 
another ledger. 

3. Closing out the accounts of a business which 
no longer will engage in commercial activity as the 
same unit. Such a business may be liquidated with- 
out being insolvent; it may be totally insolvent; it 
may be sold to another business. 

The first meaning is the one with which we are concerned. 

The Profit and Loss Account Versus the Profit and Loss 
Statement 

A profit and loss account has been defined already as 
a summary account placed temporarily upon the ledger 
at the end of a fiscal period to gather up (or summarize) 
from the various detail profit and loss accounts carried, 
the facts therein recorded representing income or ex- 
pense (increase and decrease in proprietorship due to 
operating and non-operating business activity). 

The profit and loss statement should not be confused 
with the profit and loss account. An account should re- 
fer to a systematic collection of debit and credit items 
with common characteristics, grouped under a common 
caption which describes their common characteristics. 
It is found in the ledger. A statement may correspond 
to an account but it is different. We shall discuss the 
statement subsequently. 

Scope of the Present Chapter 

The work covered in this chapter will consider the 
closing of a set of books in the following ways : 

1. Using the one summary profit and loss account. 
This will be based upon the problem shown in the 



266 ACCOUNTING— PRINCIPLES AND PRACTICE 

preceding chapter on the working sheet, that of 
Roberts and Smith. 

2. Using two accounts, one of which is subsidiary 
to the summary profit and loss account. This will 
be based upon a problem in connection with a trad- 
ing company. It includes both the adjusting and 
closing entries. 

3. Using a number of accounts as subsidiary to 
the summary profit and loss account. This will be 
based upon the discussion shown in the previous 
chapter on the profit and loss accounts. 

Simple Profit and Loss Account: Illustrative Problem 
No. I 

But little attention need be given to the form of the 
summary profit and loss account if only the amount of 
profit or loss is to be ascertained. An account in which 
are listed the sources of income and causes of expense, 
with the consequent determination of the excess of the 
one over the other, will indicate immediately the amount 
of profit made, or of loss incurred. In fact, such an 
account will resemble in makeup and content the profit 
and loss columns of the working sheet. 

Assuming that the owners desire to know only the. 
amount of profit or loss at the end of the year, using the 
Smith and Roberts problem as a basis, and assuming that 
the adjustment entries have been posted, it is necessary 
to prepare : 

1. Schedule of closing entries 

2. Summary profit and loss account 

Schedule of Closing Entries 

1. Profit and Loss $112,851.67 

To — Merchandise Inventory $ 3,650.00 

Purchases 78,635.00 

Advertising 2,435.00 

Commissions 3,050.00 

General Expenses 12,900.00 

Office Salaries 9,540.00 

Insurance 416.67 
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Cash Discount $ 375.00 

Interest 175.00 

Exchange 25.00 

Postage 1,650.00 

To close above-named accounts 

2. Sales $152,000.00 

Discount and Allowances 550.00 

To — Profit and Loss '52,550.00 

To close above-named accounts 

3. Profit and Loss 39,698.33 

To — F. Roberts, Capital 14,886.87 

J. Smith, Capital 24,811.40 

To transfer credit balance in profit and loss 
account to partners' capital accounts, % 
and %, as per agreement 

4. F. Roberts, Capital 1,900.00 

To — F. Roberta, Dravping 1,900.00 

To close 

5. J. Smith, Capital 2,400.00 

To — J. Smith, Drawing 2,400.00 

To close 

Pbofit and Loss 

1918 1918 

Mdse. Inventory $ 3,650.00 Sales $152,000.00 

Purchases 78,635.00 Discounts and Allow. 550.00 

Advertising 2,435.00 

Commissions 3,050.00 

General Expenses 12,900.00 

Office Salaries 9,540.00 

Insurance 416.67 

Cash Discount 375.00 

Interest 175.00 

Exchange 25 00 

Postage 1,650.00 



$112,851.67 
F. Roberts, Capital, % 14,886.87 
J. Smith, Capital, % . . 24,811.46 



$152,550.00 $152,550.00 



Transfer of Profit and Loss Account Balance 

After posting the first two closing entries to the led- 
ger, every nominal account in the books save one has 
been closed. This open account is the summary profit 
and loss account which, if a profit has been earned, con- 
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tains a credit balance, and which, if a loss has been suf- 
fered, shows a debit balance. The last act of the period 
is to carry this balance to the capital account or ac- 
counts. Whatever may be the type of business involved 
— single proprietorship, partnership, or corporation, — 
it would make no difference in the principle, or in the 
general procedure, but it would alter the entries which 
affect directly the capital. In other words, the posting 
of these closing entries to the ledger will open auto- 
matically the summary profit and loss account, close 
into it the detail income and expense accounts, and close 
the resulting balance of the summary profit and loss 
account into the partners' capital accounts. 

In case of a sole proprietorship, the amount of the 
balance in the profit and loss account should be trans- 
ferred to the proprietor's capital account; in case of a 
co-partnership, the amount of this balance should be 
transferred either to the capital account of each of the 
members of the firm according to the agreed-upon divi- 
sion of profits, or first to their drawing accounts, and 
thence to the capital accounts. In the case of a cor- 
poration, the profit and loss account balance should be 
transferred to surplus account; dividends are declared 
from surplus. 

The Use of the Drawing Accounts 

If the capital accounts of a partnership must show at 
all times only the amount of the initial investment, which 
sometimes is the case, the balance of the profit and loss 
account should find its final resting place in the drawing 
accounts. 

In order that the capital accounts may show at all 
times the capital due to investment and due to profit 
accretions, it is advisable to close a profit balance of 
the profit and loss account directly to the capital accounts, 
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and then subsequently to close the drawing account bal- 
ances to the same place. In this way, the interpretative 
value of the capital account will be more than other- 
wise would be the case. Where drawings and profits 
are first merged before being passed to the capital ac- 
counts, the latter will contain two apparent classes of 
information — investment, and a combination of drawings 
with profits. But if this combination class of informa- 
tion is separated into its two components, and these are 
recorded separately in the capital accounts, a glance at 
the latter at any time will show distinctly beginning 
capital, additions and deductions due to investment and 
operation, — all the information concerning capital will 
be found in one place. 

This act of transfer closes the remaining open nominal 
account, the profit and loss account. When the capital 
account is ruled off, and the balance brought down, the 
period's operations are at an end, and the balances re- 
maining in the accounts still open on the books with 
which the period closes become those with which the new 
period opens. These open accounts are balance sheet 
accounts only — no other. 

Trading, Profit and Loss Account: Illustrative Problem 
No. 2 

The method of closing a ledger as shown above is de- 
cidedly simple. The method is not advocated because it 
does not follow the functional classification of the profit 
and loss items as is necessary to efficient operation and 
to the accurate compilation of cost statistics. A business 
man must know his profit or loss for any elapsed period 
of time; he must know, also, the sources of profit and 
the causes of expense. He must classify such items to 
correspond either to the various departmental divisions 
of his business, or to its different operating functions. 
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Then instead of finding out either total cost and total 
income, or individual cost and individual income, he can 
measure the relative eflSciency and the relative profit- 
ableness of such operations as manufacturing and sell- 
ing, of such branches as the sales department and the 
advertising department, or of any branch to which he can 
assign a definite income and to which he can attach its 
own particular cost. 

As business men became interested in the elements 
comprising the amount of profit or loss for a period, they 
found it useful to sectionalize the simple form of profit 
and loss account to conform to the main classes of in- 
formation therein disclosed in which they were interested. 
The result was a division of the simple summary profit 
and loss account into two or three sections depending 
upon whether the business was a trading or a manufac- 
turing enterprise. 

If the business were a trading enterprise, the sum- 
mary account of profit and loss would be divided into 
two parts, a trading section, and a profit and loss section. 
All profit and loss items would be distributed betw;een 
these two sections or divisions. If the concern were a 
manufacturing establishment, the division would be into 
three parts, a manufacturing section, a trading section, 
and a profit and loss section. All profit and loss items 
directly concerned with manufacturing are grouped in 
the manufacturing section, those pertaining to trading 
and distribution are placed in the trading section, and 
those connected with the general administration are re- 
served for entry in the profit and loss section. If no 
manufacturing was done, there would be no need for the 
manufacturing section of the account. 

The following problem illustrates the closing process 
for a trading business in conformity to the above plan. 
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As a matter of review, the problem contains certain mat- 
ters requiring adjusting entries. 

The following are the balances in the detail profit and 
loss accounts found upon the ledger of the Acme Trading 
Company at June 30, 1916 : 

Debits Credits 

Rent $ 1,650.00 

Taxes 2,200.00 

Salaries 11,675.00 

Insurance Expired 1,180.00 

Heating and Lighting 3,540.00 

Inventory, Mill Supplies, July 1, 1917 18,140.00 

Purchases, Mill Supplies 57,165.00 

Freight and Cartage Inward, Mill Supplies 1,798.00 

Inventory, General Merchandise, July 1, 1917 22,900.00 

Purchases, General Merchandise 44,462.00 

Freight and Cartage Outward, General Merchandise. . 1,520.00 

Returns and Allowances, Mill Supplies 2,970.00 

Returns and Allowances, General Merchandise 2,515.00 

Discounts on Sales, General Merchandise 4,115.00 

Interest Paid 575.00 

Sales, Mill Supplies $82,476.00 

Sales, General Merchandise 85,144.00 

The inventories on June 30, 1918, are as follows: Mill 
supplies, $19,475, and general merchandise, $8,460. On 
the same date unpaid invoices not recorded amount to 
$2,515, being classified as follows : 

Purchases, Mill Supplies $2,145.00 

Rent 150.00 

Insurance (of which $135 has expired) 220.00 

Total $2,515.00 



Taxes accrued amount to $200, and accrued interest on 
notes payable, $140; these items have not been taken up 
on the books. 
Eequired : 

1. The entries necessary to adjust and close the 
ledger of the concern as of June 30, 1918. 

2. A trading, profit and loss account. 
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SOLUTION 

Two sets of entries are required in the solution of 
this problem: 

1. Adjusting entries 

2. Closing entries 

Adjusting Entries 

1. Purchases, Mill Supplies $2,145.00 

Rent 150.00 

Unexpired Insurance 220.00 

To — Accounts Payable $2,515.00 

To set up accounts payable not yet recorded 

2. Taxes 200.00 

To — Taxes Accrued 200.00 

To set up taxes accruing, as on June 30, 1918 

3. Interest Paid 140.00 

To — Interest Accrued on Notes Payable 140.00 

To record interest accrued and not taken up on 
books as of June 30, 1918 

4. Insurance Expired 135.00 

To — Insurance Unexpired 135.00 

To write oS expired insurance 

Closing Entries 

1. Mill Supplies, Trading Account 18,140.00 

General Merchandise, Trading Account 22,900.00 

To — Inventory, Mill Supplies 18,140.00 

Inventory, General Merchandise 22,900.00 

To close out inventories of July 1, 1917 

2. Inventory, Mill Supplies 19,475.00 

Inventory, General Merchandise 8,460.00 

To — Mill Supplies, Trading Account 19,475.00 

General Merchandise, Trading Account 8,460.00 

To set up inventories of June 30, 1918 

3. Mill Supplies, Trading Account 64,078.00 

To — Purchases, Mill Supplies 59,310.00 

Freight and Cartage Inward, Mill Supplies. 1,798.00 

Eeturns and Allowances, Mill Supplies .... 2,970.00 
To transfer accounts 

4. General Merchandise, Trading Account 52,612.00 

To — Purchases, General Merchandise 44,462.00 

Freight and Cartage Outward, General Mdse. 1,520.00 

Returns and Allowances, Gen. Merchandise. . 2,515.00 

Discounts on Sales, General Merchandise... 4,115.00 
To transfer accounts 
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5. Sales, Mill Supplies $82,476.00 

Sales, General Merchandise 85,144.00 

To — Mill Supplies, Trading Account $82,476.00 

General Merchandise, Trading Account 8'5,144.00 

To transfer sales accounts to trading acco\int 

6. Mill Supplies, Trading Account 19,733.00 

General Supplies, Trading Account 18,092.00 

To— Profit and Loss 37,825.00 

To transfer gross profit from trading 

7. Profit and Loss 21,445.00 

To— Rent 1,800.00 

Taxes 2,400.00 

Salaries 11,675.00 

Insurance Expired 1,315.00 

Heating and Lighting 3,540.00 

Interest Paid 715.00 

To close out expense accounts 

8. Profit and Loss 16,380.00 

To — Partners' Capital (or Drawing) Accounts 

(in detail) 16,380.00 

To close out net profit for the year 

Mill Supplies — Tbading Account 

1918 1918 

June 30 Inventory ...$ 18,140.00 June 30 Inventory ...$ 19,475.00 

Purchases ... 59,310.00 Sales 82,476.00 

Frt. & C. In- 
ward 1,798.00 

Returns and 
Allowances . 2,970.00 



$ 82,218.00 
Profit & Loss 19,733.00 



$101.0.51.00 $101,951.00 



General Mekchandise — Trading Account 

1918 1918 

June 30 Inventory $22,900.00 June 30 Inventory $ 8,460.00 

Purchases 44,462.00 Sales 85,144.00 

Frt. & Cartage 

Out 1,520.00 

Returns and 

Allowances.. 2,515.00 
Discount o n 

Sales 4,115.00 



$75,512.00 
Profit & Loss 18,092.00 



$93,604.00 $93,604.00 
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Peofit and Loss 

1918 1918 

June 30 Rent $ 1,800.00 June 30 Mill Supplies, 

Taxes 2,400.00 Trading . . .$19,733.00 

Salaries 11,675.00 General Mer- 

Insurance £x- chandise, 

pired 1,315.00 Trading.... 18,092.00 

Heating and 

Lighting . . . 3,540.00 

Interest Paid. 715.00 

$21,445.00 
Partners' Capi- 
tal or Draw- 
in g Ac- 
counts ( in 
detail) .... 16,380.00 

$37,825.00 $37,825.00 



Summary Profit and Loss Account with Many Subsidi- 
aries: Illustrative Problem No. 3 

Another method of closing the ledger is illustrated 
in the following problem. This method may appear 
somewhat complicated and cumbersome, yet it will be 
found very efficacious when the preparation of a modern 
form of income statement is attempted. This method 
follows the discussion of the profit and loss accounts as 
given in an early chapter. The layout on the one hand 
dovetails exactly with that on the other, and thereby the 
acquirement of an understanding of modem principles 
is simplified materially. 

From the information secured from the adjusted trial 
balance shown below, concerning the detail profit and 
loss accounts of a certain establishment, prepare: 

1. Closing entries. 

2. Profit and loss account whose makeup will ma- 
terially assist in the preparation of an income state- 
ment in modern form. 
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Items from Teiai, Balance 

(Date) 

Gross Sales $500,000 

Returned Sales 10,000 

Sales Allowances 5,000 

Sales Rebates 7,000 

Out Freight 4,000 

Out Cartage 8,000 

Purchases (net) 100,000 

Returned Purchases 20,000 

In Freight 10,000 

In Cartage 15,000 

Purchasing Department Expense 25,000 

Purchases Rebates 3,000 

Purchases Allowances 2,000 

Labor 100,000 

Superintendence 3,000 

Labor — Indirect 10,000 

Salaries— Factory Clerks 2.000 

Factory Office Expense 2,000 

Heat, Light and Power 3,000 

Factory Supplies 3,000 

Depreciation of Buildings and Equipment 2,000 

Salary — Sales Manager 3,000 

Salaries— Sales Office Clerks 2,000 

Salaries — ^Salesmen 5,000 

Commissions 2,000 

Traveling Expense 3,000 

Advertising 3,000 

Customers' Entertainment 1,000 

Sales Office Miscellaneous Expense 6,000 

Salaries— Officers 5,000 

Salaries— General Clerks 4,000 

Directors' Fees 1,000 

Traveling Expense — General 500 

Printing and Stationery 500 

Telephone and Telegraph 200 

Legal Expense 200 

Donations 1,500 

Bonuses 2,000 

General Miscellaneous Expense 1,000 

Interest on Bonds Received 1,000 

Dividends on Stock Received 5,000 

Interest on Accounts Receivable 500 

Interest on Bank Balances 50O 

Cash Discounts on Purchases 2,000 

Rent Received 1.000 

Interest on Bonds Payable 3,000 

Interest on Mortgage Payable 1,000 

Interest on Notes Payable 200 

Cash Discounts on Sales Z,000 

Rent Payable 4,000 

Insurance Expense 600 

Taxes 500 

Profit — Sale of Machinery 500 

Profit— Sale of Bonds 300 
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Profit — Exchange $ 200 

Goodwill — (Reduction) 2,000 

Organization Expense (Reduction) 500 

Patents (Reduction) 1,000 

Bond Discount 300 

Error — Interest on T. Moore Note (Expense) 200 

Closing Entries 

1. Gross Sales $500,000 

To— Net Sales $500,000 

To close gross sales into Net Sales account 

2. Net Sales 10,000 

To— Returned Sales 10,000 

To close returned sales into Net Sales account 

3. Net Sales 490,000 

To — Sales Income 490,000 

To close Net Sales account into Sales Income ac- 
count 

4. Sales Income 24,000 

To— Sales Allowances 5,000 

Sales Rebates 7,000 

Out Freiglit 4,000 

Out Cartage 8,000 

To close these accounts into Sales Income account 

5. Cost of purchases 150,000 

To — Purchases (Inventories adjusted) 100,000 

In Freight 10,000 

In Cartage 15,000 

Purchasing Department Expense. 25,000 

To close these accounts into Cost of Purchases ac- 
count 

6. Returned Purchases 20,000 

Purchases Rebates 3,000 

Purchases Allowances 2,000 

To — Cost of Purchases 25,000 

To close these accounts into Cost of Purchases ac- 
count 

7. Manufacturing Cost 125,000 

To — Cost of Purchases 125,000 

To close Cost of Purchases account into Manufac- 
turing Cost account 

8. Manufacturing Cost 100,000 

To — Labor— Direct 100,000 

To close Labor account into Manufacturing Cost 
account 

9. Factory Expense 25,000 

To — Superintendence 3,000 

Labor — Indirect 10,000 

Factory Office Expense 2,000 
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Heat, Light and Power $ 3,000 

Factory Supplies 3,000 

Depreciation 2,000 

Salaries — Factory Clerks 2,000 

To close these accounts into Factory Expense ac- 
count 

10. Manufacturing Cost $ 25,000 

To — Factory Expense 25,000 

To close Factory Expense account into Manufac- 
turing Cost account 

11. Manufacturing Cost 25,000 

To — Inventory in Process 25,000 

To close to Manufacturing Cost account the inven- 
tory in process 

12. Cost of Sales 275,000 

To — ^Manufacturing Cost 275,000 

To close Manufacturing Cost account into Cost of 
Sales account 

13. Cost of Sales 25,000 

To — Inventory of Finished Goods 25.000 

To close into Cost of Sales account the finished 
goods inventory applied thereto 

14. Sales Income 466,000 

To— Gross Profit on Sales 466,000 

To close Sales Income account into Gross Profit 
account 

15. Gross Profit on Sales 300,000 

To— Cost of Sales 300,000 

To close Cost of Sales account into Gross Profit 
account 

16. Selling Expense 25,000 

To — Salary — Sales Manager ' 3,000 

Salaries — Sales Office Clerks 2,000 

Salaries — Salesmen 5,000 

Commissions 2,000 

Traveling Expenses 3,000 

Advertising 3,000 

Customers' Entertainment 1,000 

Sales Office Miscellaneous Expense 6,000 

To close these accounts into Selling Expense ac- 
count 

17. Selling Profit 25,000 

To — Selling Expense 25,000 

To close Selling Expense account into Selling Profit 
account 

18. Gross Profit on Sales 166,000 

To— Selling Profit 166,000 

To close Gross Profit on Sales account into Selling 
Profit account 



278 ACCOUNTING— PRINCIPLES AND PRACTICE 

19. Administrative and General Expense $ 16,000 

To— Salaries— Officers $ 5,000 

Salaries— Oeneral Clerks 4,000 

Directors' Fees 1,000 

Traveling Expense — General 500 

Printing and Stationery ■ 500 

Telephone and Telegraph 200 

Legal Expense 300 

Donations 1,500 

Bonuses 2,000 

Miscellaneous — General 1,000 

To close Administrative and General Expense ac- 
count 

80. Net Profit on Sales 16,000 

To — Administrative and General Expense 16,000 

To close balance of Administrative and General Ex- 
pense account into Net Profit account 

21. Selling Profit 141,000 

To— Net Profit on Sales 141,000 

To close 

22. Interest on Bonds 1,000 

Dividends on Stock 5,000 

Interest on Accounts Receivable 500 

Interest on Bank Balances 500 

Cash Discount on Purchases 2,000 

Rent Receivable 1,000 

To — Additional Income 10,000 

To close 

23. Net Profit on Sales 125,000 

To— Total Income 125,000 

To close 

24. Additional Income 10,000 

To— Total Income 10,000 

To close 

25. Deductions from Income (or Financial Expenses) . . . 11,000 

To— Interest on Bonds Payable 3,000 

Interest on Mortgage Payable 1,000 

Interest on Notes Payable 200 

Cash Discounts on Sales 2,000 

Rent Payable 4,000 

Insurance Expense 300 

Taxes 500 

To close 

26. Net Income 11,000 

To — Deductions from Income 11,000 

To close 

27. Total Income 135,000 

To — ^Net Income 135,000 

To close 
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28. Sale of Machinery— Profit $ 500 

Sale of Bonds— Profit 300 

Exchange — Profit 200 

To — Profit and Loss Credits $ 1,000 

To close Profit and Loss Credit adjustments 

( These accounts may well be closed into Addition 
to Income accoimt if desired) 

29. Profit and Loss Debits 4,000 

To— Goodwill 2,000 

Organization Expense 500 

Patents 1,000 

Bond Discount ". 300 

Error — Interest on T. Moore Note 200 

To close Profit and Loss Debit adjustments 

(These accounts may well be closed into Deduc- 
tions from Income account if desired) 

30. Net Income 124,000 

To— Profit and Loss 124,000 

To close 

31. Profit and Loss Credits 1,000 

To— Profit and Loss 1,000 

To close 

32. Profit and Loss 4,000 

To— Profit and Loss Debits 4,000 

To close 

33. (a) If sole proprietorship or partnership : 

Profit and Loss 121,000 

To — Capital Accounts (Each account to be 

set out separately) 121,000 

To close 

(b) If corporation: 

Profit and Loss 121,000 

To— Surplus 121,000 

To close 

Certain of these entries in the above solution could 
be combined; this is not done, the better to follow the 
closing process step by step. 

SuMMAET Ledger Accounts 
Net Sales 

1918 1918 

Net Sales Returned (2)$ 10,000.00 Gross Sales (1) $500,000.00 

Sales Income (3) 490,000.00 

$500,000.00 $500,000.00 
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Income fbom Sales 

1918 1918 

Sales Allowances (4).$ 5,000.00 Net Sales (3) $490,000.00 

Sales Rebates ( 4 ) 7,000.00 

Out Freight (4) 4,000.00 

Out Cartage ( 4 ) 8,000.00 

Gross Proat on Sales.. 466,000.00 

(14) 

$490,000.00 $490,000.00 



Cost of Puechases 

1918 1918 

Purchases (5) $100,000.00 Rtd. Purchases (6) . . .$ 20,000.00 

In Freight (5) 10,000.00 Purchases Rebates (6) 3,000.00 

In Cartage (5) 15,000.00 Purchases Allow. (6). 2,000.00 

Pur. Dept. Exp. (5) . . 25,000.00 Mfg. Cost (7) 125,000.00 

$150,000.00 $150,000.00 



1918 
Cost of Purchases (7)1 

Labor- Direct (8) 

Factory Expense (10) 
Invty. in Process (11) 


Manufacti 

$125,000.00 

100,000.00 

•25,000.00 

25,000.00 

$275,000.00 

Factory 

.$ 3,000.00 
. 10,000.00 
) 2,000.00 
. 2,000.00 
. 2,000.00 
. 3,000.00 
. 3,000.00 


jBiNQ Cost 

1918 
Cost of Sales 

Expense 

1918 
M'facturing 


(12) 
Cost 


....$275,000.00 


1918 
Superintendence ( 9 ) . . 
Labor — Indirect (9) . . 
Salaries— F. Clerks (9 
Factory 0. Exp. (9)... 

H. L. and P. (9) 

Factory Supplies { 9 ) . . 
Depreciation ( 9 ) 


$275,000.00 
(10). $25,000.00 




$25,000.00 


$25,000.00 



Cost of Sales 

1918 1918 

Mfg. Cost (12) $275,000.00 Gross Profit on Sales . $300,000.00 

Invty. Fin. Goods (13) 25,000.00 (15) 



$300,000.00 



$300,000.00 
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Gross Pbofit on Sales 
1918 1918 

Cost of Sales (15) $300,000.00 Sales Income (14) $466,000.00 

Selling Profit (18)... 166,000.00 



$466,000.00 $466,000.00 



Selling Expense 

1918 1918 

Salary— Sales Mgr. (16)$ 3,000.00 Selling Profit (17) .. ..$25,000.00 

Salaries — S ales Office 

Clerks (16) 2,000.00 

Salaries — Salesmen (16) 5,000.00 

Commissions (16) 2,000.00 

Traveling Expense (16) 3,000.00 

Advertising (16) 3,000.00 

Customers' Entertain- 
ment (16) 1,000.00 

Sales Office Misc. Ex- 
pense ( 16 ) 6,000.00 

$25,000.00 $25,000.00 



Selling Profit 

1918 1918 

Selling Expense (17) $ 25,000.00 Gross Profit on Sales. .$166,000.00 

Net Profit on Sales (20) 141,000.00 (18) 



$166,000.00 $166,000.00 



Administrative and General Expense 

1918 1918 

Salaries— Officers ( 19) ,$ 5,000.00 Net Profit on Sales (20) $16,000.00 

Salaries — G e n e r a 1 

Clerks (19) 4,000.00 

Directors' Fees (19)... 1,000.00 

Traveling Exp. Gen. ( 19 ) 500.00 

Printing and Station- 
ery (19) 500.00 

Telephone and Tele- 
graph (19) 200.00 

Legal Expense ( 19 ) 300.00 

Donations (19) 1,500.00 

Bonuses (19) 2,000.00 

Misc.— General (19)... 1,000.00 



$16,000.00 $16,000.00 



282 ACCOUNTING— PRINCIPLES AND PRACTICE 

Net Profit on Sales 

1918 1918 

Admin, and Gen. Ex- Selling Profit (21) .. .$141,000.00 

pense (20) $16,000.00 

Total Income (23) 125,000.00 



$141,000.00 $141,000.00 



Additional Income 



1918 
Total Income (24) , 





1918 


$10,000.00 


Interest on Bonds (22)$ 1,000.00 




Dividend on Stoclc (22) 5,000.00 




Int. on Accts. Rec. (22) 500.00 




Int. on Bank Bal. ( 22 ) . 500.00 




Cash Dist. on Pur. (22) 2,000.00 




Rent Keceivable (22)... 1,000.00 


$10,000.00 


$10,000.00 



Total Income 

)18 
Net 
Additional Income (24) 10,000.00 



1918 1918 

Net Income (27) $135,000.00 Net Profiton Sales (23) $125,000.00 



$135,000.00 $135,000.00 



Deductions from Income 

1918 1918 

Int. on Bonds Pay. (25)$ 3,000.00 Net Income (26) $11,000.00 

Int. on Mort. Pay. (io) 1,000.00 
Int. on Notes Pa V. (25) 200.00 

Cash Dis. on Sales (25) 2,000.00 

Rent Payable (25) 4,000.00 

Insurance Expense (25') 300.00 
Taxes (25) 500.00 



$11,000.00 $11,000.00 



Net Income 

1918 1918 

Deductions from Total Income 

income (26) ...$ 11,000.00 (27) $135,000.00 

Profit and Loss 

(30) 124,000.00 



$135,000.00 $135,000.00 
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Pbofit and Loss Credits 

1018 1918 

Profit and Loss Profit: 

(31) $1,000.00 Sale of Machin- 

ery (28) ...$ 500.00 
Sale of Bonds 

(28) 300.00 

Exchange (28) 200.00 



$1,000.00 $1,000.00 



Profit and Loss Debits 

1918 1918 

Goodwill (29) $2,000.00 Profit and Loss 

Organization Ex- (32) $4,000.00 

pense (29) 500.00 

Patents (29) 1,000.00 

Bond Discount (29) 300.00 
Error — Interest on 

Moore Note (29) 200.00 



$4,000.00 $4,000.00 



Profit and Loss 
1918 1918 

Profit and Loss Net Income (30) . .$124,000.00 

Debits (32)..$ 4,000.00 Profit and Loss 

Capital Accounts Credits (31) 1,000.00 

(33) 121,000.00 



$125,000.00 $125,000.00 



Temporary Character of Profit and Loss Account 

An item called "profit and loss" or "loss and gain," 
is found sometimes in the statement of condition prepared 
at the end of an accounting period after the profit and 
loss accounts have been closed out and the net balance 
thereof transferred to the capital accounts. This is 
wrong. 

It will be observed that the profit and loss account 
has but a momentary existence. It is opened only to be 
immediately closed. And as it is closed by transferring 
its balance to the capital account or accounts, the net 
result on that account, and on the statement of financial 
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condition (the balance sheet in this case), would be the 
same as if there were no profit and loss account at all, 
the nominal account balances being carried straight to 
the capital account. 

The profit and loss account (or all of those accounts 
into which the one profit and loss account may be 
divided) is interposed between the nominal account bal- 
ances and the capital account solely for the sake of clear- 
ness; this matter has already been discussed at some 
length. If all nominal elements went straight to the 
capital account, the net result thereof, which constitutes 
the profit or loss for the period, could not be ascertained 
at a glance as would be the case were a separate account 
kept for that purpose. 

It has been observed already that not only could the 
economic accounts go direct to the capital account with- 
out affecting the result, but that there need be no eco- 
nomic accounts at all, if we are satisfied with our capital 
account being inordinately long and quite unintelligible 
and clumsy. In the latter event it would be absolutely 
impossible to have the account reveal without analysis 
the original investment and the total of the profits, period 
by period, and would make a statement of the year's pro- 
ceedings a difiScult one to secure. This procedure has 
not been advocated and is not advocated here. Its possi- 
bility is mentioned again at this point only to emphasize 
the fact that one side of the double entry is the trader 
himself, and that however much he may for statistical 
purposes split himself into purchases account, sales ac- 
count, and the like, all these accounts are but himself in 
some guise, and the amounts therein recorded find their 
eventual abiding place in the capital account. 
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Three-fold Character of the Summary Profit zind Loss 
Account 

The profit and loss account has a three-fold character 
in that it is 

1. Temporary 

2. Collective, and 

3. Discloses the disposition of the balance. 

It is temporary in as much as it covers a distinct period, 
usually six months or one year according to the method 
of closing the books, semi-annually or annually. 

While temporary in its character it also may be called 
a collective account in that : 

1. It absorbs the balances of the proprietorship 
account, such, as labor, expense, profits, etc., and 

2. That in certain accounts which are composed 
of both assets and proprietorship elements, as mixed 
accounts, it absorbs the result of the business in the 
shape of its profit or loss. 

On the right side the credits are set out by various sources 
of profit from various products or different departments, 
with their gains, while on the other side are expressed 
the debits of the cost of operation, manufacturing, admin- 
istration, etc. In some businesses where a surplus ac- 
count is not carried, the profit and loss account naturally 
starts off with the balance at the beginning of the cur- 
rent year and ends with the balance, the surplus above 
referred to, at the close of the year, which is carried on 
from period to period. 

Summary Discussion 

As has been said already, the profit and loss account 
should not be used during the business period but is used 
generally to collect the different nominal accounts for 
the purpose of closing the books and diverting the net 



286 ACCOUNTING— PRINCIPLES AND PRACTICE 

profit or net loss to the proprietor. The charging direct 
to the profit and loss account during the period is in- 
correct, as it simply complicates the account when the 
analysis thereof is made up for the production of the 
statement of profits and income. Suppose a fire occurred 
in the factory of a certain business, which destroyed the 
building and much valuable machinery, the estimated loss 
being, say, $150,000. The original estimated loss should 
not be charged to the profit and loss account, but to a 
special account therefor, as Fire Loss. As the debris is 
cleared away, there will be various credits against the 
estimated loss of $150,000 due to the sale of old junk, etc., 
which will lessen the first estimated loss. If the original 
estimated loss is charged to a fire loss account, and 
the various items of salvage are credited to the same 
account, when the matter is entirely cleaned up, the net 
amount of the loss in one sum can be carried to the profit 
and loss account at the end of the period. If not so done, 
there would be a debit in the profit and loss account 
and various offsetting credits thereto, the whole pro- 
cedure resulting eventually in the necessity of picking 
out these various items to ascertain at any time the net 
loss in regard to the fire. 

Again, if items are charged directly to profit and loss 
during a period, many items which should first go through 
the expense accounts and be figured against the cost of 
manufacture, sales, or administration, will be diverted 
from their proper subsidiary accounts and be lost in the 
general profit and loss account. These subsidiary ac- 
counts will then reflect incorrect balances, and statistics 
based thereon will be deceptive. 

The Balance Account 

Sometimes in closing a set of records the bookkeeper 
will use a "balance" account, a relic of early days, so far 
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as American practice is concerned. Originally, this ac- 
count was nothing more than a ledger account used to 
ascertain, practically by the asset and liability method, 
the profit or loss for a period. In the early days, instead 
of many nominal accounts, one profit and loss account 
was used to sho;w why the assets and liabilities increased 
or decreased during a period of time. 

At the end of each period, the assets and liabilities 
were closed into a balance account. The balance of this 
account, since the proprietor's account at the beginning 
of the period was credited with the amount of the assets 
and debited with the amount of the liabilities, compared 
with the amount of the proprietor's beginning capital, 
showed the amount of the increase or decrease of capital 
which should be the same in amount as that shown by the 
profit and loss account. The profit and loss account 
balance was then transferred to the proprietor's capital 
account and the books again opened by closing the balance 
account, this closing having the effect of distributing the 
details of the balance account back into the detail balance 
sheet accounts carried up the ledger. 

This procedure of closing out each asset and liability 
account to open them immediately seems a useless waste 
of effort especially since the law does not require the 
books actually to be closed periodically. If this were the 
case, the use of the balance account would be acceptable 
in modern practice. 



CHAPTER XIII 
THE STATEMENT OF PROFITS AND INCOME 

Introductory 

If a profit cannot be realized, the proper end and aim 
of business is lost. The measure of business efficiency is 
the ability to earn profits. Expenses are suffered to 
realize this ultimate aim. The properly conducted ac- 
counting system provides that these expenses be charged 
to certain accounts, accounts which as a group are called 
the profit and loss, loss and gain, nominal, working, 
revenue, or economic accounts. The result of the proper 
grouping of those accounts serves as a commercial indi- 
cator which foretells success or failure. 

Financial Statements 

From the work covered in previous chapters, it is 
manifest that two statements should be prepared from 
the information disclosed by a set of double entry records, 
one each to set out the information recorded by each of 
the two major classes of accounts found in double entry. 
Such statements are known as financial statements. 

The statement of profit and loss or statement of profits 
and income is the first of these statements to be consid- 
ered, although the balance sheet, in truth, may be called 
the main financial statement, the statement of profits and 
income being both supplementary and complementary to 
it. It is supplementary because it gives additional in- 
formation ; it is com,plementary because it completes and 
rounds out the information presented in the balance sheet. 
In the statement of profits and income are arranged the 
various profit and loss accounts in such manner that the 

288 
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operation results for the period of time under review are 
set out clearly. 

The second statement to be considered is the balance 
sheet. In single entry, the statement which holds similar 
facts is the statement of assets and liabilities. In the 
balance sheet are arranged the real accounts which re- 
main open upon the ledger after the profit and loss ac- 
counts have been closed out, the arrangement being such 
that the financial condition of the establishment is set out 
as at a specific moment of time. 

Proper financial statements give a manager a sum- 
mary of past events and of present condition. A com- 
parison of a number of these summaries gives him his 
clew to future policy. To be of most value, all statements 
should be prepared in a simple manner, void of technical 
construction. 

Statement of Profits and Income 

In reality, it seems that the term ' ' statement of profits 
and income" is the term to be used in preference to that 
of "statement of profit and loss," or to that of any other 
title Teferring to the statement showing business prog- 
ress or retrogression. The second title mentioned above 
is the one most commonly used, however. 

If a business makes a profit during any fiscal period, 
it cannot during the same period suffer a loss. There- 
fore, when the word "loss" is used in the statement 
heading, such use would seem to be incorrect. The state- 
ment does, however, show from whence came the income, 
what income has been spent in the operation of a busi- 
ness, and what income ultimately remains. 

The statement of profits and income should be care- 
fully headed to the effect that it covers a certain period 
of time. This period of time is the fiscal period, whether 
it be a month, three months, a half year, or a year. The 
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statement sets forth the story or history of business ac- 
tivity for a period ; it does not reveal the state of a busi- 
ness at any one specified time in regard to the assets and 
liabilities. 

Statement of Profits and Income of Interest to Proprietor 
and Stockholders 

The statement of profit and loss is of interest to the 
proprietor and stockholder : 

1. In that it records the progress of the business. 

2. In that from it one may determine the advis- 
ability of buying into, or retaining the present hold- 
ing of, the stock of the business. 

This is only of relative value, however, because in the 
first place a creditor who is interested in the balance 
sheet, would be unwilling to lend money to a concern 
whose assets seemed to be in a healthy condition but 
whose statement of profits and income for the past few 
years has shown a diminishing return, or a losing return, 
on the capital invested. Again, an investor who looks 
with interest at the statement of profits and income would 
hesitate to invest money in a company whose profits were 
of goodly size, but whose balance sheet for a number of 
years showed diminishing surplus and assets, which, in 
his judgment, were either undesirable or unsalable. 

The profit and loss account, it has been pointed out, 
indicates business progress, — its expenses and gains. It 
is a chart of the business activity for the period reviewed, 
and such information, in the form of a statement or di- 
gest, is most valuable to the managers of the enterprise 
and its owners. The managers are interested in knowing 
whether the business is being run satisfactorily as a re- 
sult of their efforts, and the owners are interested in 
seeing the results of just what the business was being 
run for, — the profits for the period under review. This 
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digest of the profit and loss account, the statement of 
profits and income, must be expressed, as has been stated 
above, in a simple and clear manner, — in a way so that 
even those who are not familiar with accounting pro- 
cedure can thoroughly understand and interpret it. 

The Account Form of Statement of Profits and Income 

Income and the expenses of securing such income may 
be shown either in the account form of statement, which 
is very similar in appearance to the ledger profit and 
loss account, or in the report form of statement. In 
the account form of statement, the detail profit and loss 
accounts are set out in a manner similar to their location 
in the summary ledger account of profit and loss, pro- 
vided the latter is constructed according to correct prin- 
ciples. In a trading establishment, the form would be 
about as follows : 

HENRY BROWN 

Statement of Trading, Profit and Loss foe Yeak Ended 

December 31, 1919 

Trading Account 

Inventory, January 1, 1919 . . . $ ^ Gross Sales $ (f 

Purchases for Year $ (S Returned Purchases $ ^ 

Freight and Drayage In .... $ ^ Allowances on Purchases $ ^ 

Duties $ 4 Inventory, December 31, 1919. $ (f 

Returned Sales $ 4 

Allowances on Sales $ ^ 

Freight and Drayage Out.... $ ^ 
Balance — Gross Trading Profit $ if 



Profit and Loss Account 

Selling Expense $ if Gross Trading Profit brought 

Advertising $ i* down $ ^ 

Salaries $ ^ 

Delivery Expense $ <f 

General Expense $ 4 

1 Rent $ ^ 

1 Insurance $ ^ 

Balance — ^Net Operating Profit. $ ^ 

$ (f $ # 

1 Sometimes placed in second section. 
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Interest Paid $ ^ Net Operating Profit brought 

Sales Discounts $ jS down $ ^ 

Balance — Surplus Net Profit to Interest Received $ ^ 

be carried to Drawing or Income from Investments $4 

Capital accoimts $ ^ Purchase Discounts $ ^ 

$ ^ $ ^ 



Income and expenses are either operating or non-oper- 
ating. The above form, of statement brings out this dis- 
tinction, the non-operating income and expenses being 
shown in the last section. Controversy still exists on 
many items as to whether they should be considered oper- 
ating or non-operating. Certain persons would include 
in the first section some of the items listed above in the 
third section. The weight of opinion seems, however, 
to be in favor of handling them as indicated. 

Nothing could be clearer in showing the details of the 
income and expense items than a statement of profits 
and income set up in account form. However, such form 
lacks homogeneity, does not enable one to trace the steps 
of the business by certain operations, does not permit a 
satisfactory comparison of operations year by year, is 
difficult for the layman to interpret, and cannot be type- 
written readily upon the ordinary sized sheets of paper 
used for typewritten work. 

The Report Form of Statement of Profits and Income 

The report form of profit and loss statement is pre- 
ferable in every way to the account form. The method 
of stating profits by its use is much clearer, especially to 
the layman. It may be prepared upon the ordinary 
typewriter without difficulty, whereas, in many cases the 
account form of such statement requires a machine with 
a wide platen. The report form, or running form, of 
statement is used in the two illusrative statements pre- 
sented subsequently in this chapter. 
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Statement of Profits and Income: Illustrative Example 
No. I 

The following is based upon the facts presented in 
the working statement of Chapter XI. In the case of 
the accounts which have been dealt with in that working 
statement, those with amounts found in the two columns 
headed "profit and loss" comprise the facts necessary 
for setting up the statement of progress — the statement 
of profit and loss, or of profits and income. 

SMITH & ROBERTS 

Statement of Peofits and Income fob PEaiioD feom to 

Sales $152,000.00 

Cost of Goods Sold 

Beginning Inventory $ 3,650.00 

Purchases $84,000.00 

Less — Discount and Allowances. 550.00 83,450.00 

Cost of Goods Handled $87,100.00 

Less— Final Inventory 5,385.00 81,735.00 

Gboss Profit $ 70,265.00 

Selling and Administeative Expenses 

Commission $ 3,050.00 

Advertising 2,435.00 

Office Salaries 9,540.00 

Insurance 416.67 

Postage 1,650.00 

Exchange 25.00 

General Expense 12,900.00 30,016.67 

Net Peofit feom Opebation $ 40,248.33 

Other Expenses 

Cash Discount allowed customers $ 375.00 

Interest Paid 175.00 

550.00 

Net Profit Available fob Distbikution $39,698.33 

Teansfeeeed to Capital Accounts 

J. Smith, 5-8 $24,811.46 

F. Roberts, 3-8 14,886.87 

As Above $39,698.33 



294 ACCOUNTING— PRINCIPLES AND PRACTICE 

Statement of Profits and Income: Illustrative Example 
No. 2 

The second illustration of a statement of profits and 
income is based«on one set of the facts displayed in Chap- 
ter XII on "closing the books." This form of state- 
ment follows step by step the procedure of closing as 
indicated. A comparison should be made between that 
method of closing and the form of statement shown below. 

BLANK COMPANY 

Statement of Profits and Income fob Yeab Ended 

Gross Sales $500,000.00 

Less— Returned Sales 10,000.00 

Net Sales , $490,000.00 

Deductions fbom Saxes 

Sales Allowances $ 5,000.00 

Sales Rebates 7,000.00 

Out Freight 4,000.00 

Out Cartage 8,000.00r 

Total Deductions from Sales $ 24,000.00 

Sales Income $466,000.00 

Cost or Sales 

Purchases (Inventories adjusted) $100,000.00 

Less — Returned Purchases $ 20,000.00 

Purchase Rebates 3,000.00 

Purchase Allowances 2,000.00 

Total $ 25,000.00 

Net Purchases $ 75,000.00 

In Freight 10,000.00 

In Cartage 15,000.00 

Purchasing Department Expense 25,000.00 

Purchases Applied to Cost $125,000.00 

Labor — Direct 100,000.00 

Superintendence 3,000.00 

Labor — Indirect 10,000.00 

Salaries — Factory Clerks 2,000.00 

Factory Office Expense 2,000.00 

Heat, Light and Power 3,000.00 

Factory Supplies 3,000.00 

Depreciation of Buildings and Equipment 2,000.00 

Total 250,000.00 
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Add — Decrease in Inventory In — Process $ 25,000.00 

Total Manufacturing Cost $275,000.00 

Add — Decrease in Inventory Finished Goods 25,000.00 

Total Cost of Goods Sold $300,000.00 

Geoss Pbofit on Salks $166,000.00 

SixLiNG Expenses 

Salary — Sales Manager $ 3,000.00 

Salaries — Sales OflBce Clerks 2,000.00 

Salaries — Salesmen 5,000.00 

Commissions 2,000.00 

Total $ 12,000.00 

Traveling Expense 3,000.00 

Advertising 3,000.00 

Customers' Entertainment 1,000.00 

Sales Office Miscellaneous Expense 6,000.00 

Total Selling Expenses $ 25,000.00 

Seixinq Pbofit $141,000.00 

Administrative and Geneeal Expenses 

Salaries — Officers $ 5,000.00 

Salaries — General Clerks 4,000.00 

Directors' Fees 1,000.00 

Traveling Expense — General 500.00 

Printing and Stationery 500.00 

Telephone and Telegraph 200.00 

Legal Expense 300.00 

Donations 1,500.00 • 

Bonuses 2,000.00 

General — ^Miscellaneous Expense 1,000.00 

Total Administrative and General Expenses $ 16,000.00 

Net Peofit on Sales — Income feom Opbeation $125,000.00 

Additional Income 

Interest on Bonds $ 1,000.00 

Dividends on Stock 5,000.00 

Interest on Accounts Receivable 500.00 

Interest on Bank Balance 500.00 

Cash Discounts on Purchases 2,000.00 

Rent Receivable 1,000.00 

Total Additional Income $ 10,000.00 

Total oe Geoss Income $135,000.00 
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Deductions fbom Income 

Interest on Bonds Payable $ 3,000.00 

Interest on Mortgage Payable 1,000.00 

Interest on Notes Payable 200.00 

Cash Discounts on Sales 2,000.00 

Rent Payable 4,000.00 

Insurance Payable 300.00 

Taxes 500.00 

Total Deductions from Income $11,000.00 

Net Income — Profit and Loss $124,000.00 

Pbofit and Loss Credit AojusTijENTS 

Sale of Machinery— Profit $500.00 

Sale of Bonds— Profit 300.00 

Exchange— Profit 200.00 

Total $ 1,000.00 

Total $125,000.00 

Profit and Loss Debit Adjustments 

Goodwill — Reduction $ 2,000.00 

Organization Expense — Reduction 500.00 

Patents— Reduction 1,000.00 

Bond Discount 300.00 

Error— Interest on T. Moore Note 200.00 

Total $ 4,000.00 

Profit and Loss — Surplus fob Period $121,000.00 



Departmental Accounts 

Departmental accounts substantially are kept in the 
ordinary way but with a particular subdivision of the 
nominal accounts. The underlying principle here is that 
involved in the keeping of all nominal accounts where like 
nominal accounts are grouped under separate headings. 
When wage items are grouped together under a heading 
separate from purchase items, there is a sort of a depart- 
mentalization. A division of a business into departments 
is a mere extension of this same principle. In view of 
this fact, no special features need be noticed. 

Departmentalization varies in different concerns. At 
times, the division into departments is applied only to the 
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accounts related to purchases and sales. Again, the di- 
vision may be applied to every item of expense. In the 
first instance, the separation is based upon absolute fact, 
and in the second, to some extent, the division is based 
upon estimate. In view of the above, it seems unneces- 
sary to devote a separate chapter to the subject. 

Illustrative Example of Departmental Statement 

The following problem and its solution is presented 
as an illustration of a departmental statement of profits 
and income. 

From the following trial balance taken on December 
31, 1918, and additional information, prepare a balance 
sheet and a statement of profits and income. 

JONES & SMITH 
Trial Balance December 31, 1918 

Cash $ 90.00 

Accounts Receivable 27,500.00 

Notes Receivable 1,250.00 

Furniture and Fixtures 2,250.00 

Accounts Payable $ 10,000.00 

Notes Payable 3,600.00 

Bank Overdrafts 2,80000 

Inventories, January, 1, 1918: 

Department No. 1 12,500.00 

Department No. 2 8,000.00 

Department No. 3 9,000.00 

Purchases : 

Department No. 1 37,000.00 

Department No. 2 10,500.00 

Department No. 3 13,500.00 

Sales : 

Department No. 1 43,500.00 

Department No. 2 13,750.00 

Departm;ent No. 3 16,500.00 

Wages : 

Department No. 1 1,750.00 

Department No. 2 750.00 

Department No. 3 950.00 

Selling Expenses 1,500.00 

Office Salaries 2,250.00 

Rent, Taxes, Insurance 1,300.00 
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Bad Debts $ 430.00 

Sales Discounts 630.00 

Jones, Capital 25,000.00 

Smith, Capital 20,000.00 

Jones, Personal 2,500.00 

Smith, Personal 1,500.00 



$135,150.00 $135,150.00 



The inventory of goods on hand December 31, 1919, is as follows: 

Department No. 1 $15,000.00 

Department No. 2 9,000.00 

Department No. 3 8,000.00 

During 1918, goods were transferred from Department No. 1 to De- 
partment No. 2, at cost, in the amount of $1,000.00; to Department No. 
3, at cost, $750.00. Neither transfer has been entered upon the books. 
Sales discounts are to be 2% on the amount outstanding. A reserve is 
to be provided for uncollectible accounts in the amount of $500. Furni- 
ture and fixtures to be depreciated at the rate of 10% per annum. Rent 
accrued and unpaid amounts to $100.00. Interest at 4% to be credited 
to each partner before profits are divided. Division of profits, Jones 5-9, 
and Smith 4-9. 

JONES & SMITH 

Balance Sheet as at Decembek 31, 1918 

Exhibit "A" 
Assets 
CuBEENT Assets 

Cash $ 90.00 

Accounts Receivable $27,500.00 

Less — Reserve for Uncollect- 
ible Accounts $500.00 

Reserve for Discounts $550.00 1,050.00 26,450.00 

Notes Receivable $ 1,250.00 

Merchandise Inventory 32,000.00 

Total Current Assets $59,790.00 

Fixed Assets 

Furniture and Fixtures $ 2,250.00 

Less — Reserve for Deprecia- 
tion ( 10% ) 225.00 2,025.00 

Total Assets $61,815.00 

Liabilities and Capital 
Cdbbent Liabilities 

Accounts Payable $10,000.00 

Notes Payable 3,600.00 

Bank Overdrafts 2,800.00 

Rent Accrued 100.00 

Total Current Liabilities $16,500.00 
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Capital 
Jones 

Balance, January, 1918 $25,000.00 

Add— Interest on. Capital (4%) 1,000.00 



Total $26,000.00 

Less — Personal Account 2,500.00 



Total $23,500.00 

Add— Division of Profits (5-9) 1,397.22 



Balance, December 31, 1018 $24,897.22 

Smith 

Balance, January 1, 1918 $20,000.00 

Add— Interest on Capital (4%) 800.00 



Total $20,800.00 

Less — Personal Account 1,500.00 



Total $1!).300.00 

Add— Division of Profits (4-9) 1,117.78 



Balance, December 31, 1918 20,417.78 45,315.00 



Total Liabilities and Capital $61,815.00 



JONES & SMITH 
Statement of Pbofits and Income Yeab Ended Decembee 31, 1918 

Exhibit "B" 
Depart. 1 Depart. 2 Depart. 3 Total 
Sales $43,-500.00 $13,750.00 $16,.500.00 $73,750.00 



Cost of Goods Sold 

Inventories, January 1, 

1918 $12,500.00 $8,000.00 $9,000.00 $29,500.00 

Purchases 37,000.00 10,500.00 13,500.00 61,000.00 



Cost of Goods 
Handled $49,500 $18,500.00 $22,500.00 $90,500.00 

Less — Inventories, Decem- 
ber 31 15,000.00 9,000,00 8,000.00 32,000.00 



Total $34,500.00 $9,500.00 $14,500.00 $58,500.00 

Departmental Transfers 
1 to 2 (at cost) *1,000.00 1,000.00 



Total $33,500.00 $10,500.00 $14,500.00 $58,500.00 

1 to 3 (at cost) *750.00 750.00 



Total $32,750.00 $10,500.00 $15,250.00 $58,500.00 

• Deductions. 



300 ACCOUNTING— PRINCIPLES AND PRACTICE 

Wages 1,750.00 750.00 950.00 3,450.00 

Cost of Goods Sold. $34,500.00 $11,250.00 $16,200.00 $61,950.00 
Gboss Profit $ 9,000.00 $ 2,500.00 $ 300.00 $11,800.00 

Selling and Administeative Expenses 

Selling Expenses $ 1,500.00 

Office Salaries 2,250.00 

Depreciation of Furniture and Fixtures ( 10% ) 225.00 

Total Selling and Administrative Expenses. 3,975.00 

Net Operating Profit $7,825.00 

Deductions 

Bad Debts $ 4.'?0.00 

Reserved for Uncollectible Accounts 500.00 $ 930.00 

Rent, Taxes, and Insurance $ 1,300.00 

Rent Accrued Unpaid 100.00 1,400.00 

Sales Discounts $ 630.00 

Reserved for Discount and Accounts 

Receivable 550.00 1,180.00 

Total Deductions 3,510.00 

Net Profit Available for Distbibutio.v $ 4,315.00 

Transferred to Capital Accounts 

Interest on Capital 

Jones, 4% on $25,000.00 $ 1,000.00 

Smith, 4% on $20,000.00 800.00 $ 1,800.00 

Division of Balance, as per agreement 

Jones, 5-0 $ 1,397.22 

Smith, 4-9 1,117.78 2,515.00 

As Above $ 4,315.00 



Manufacturing Accounts 

In a manufacturing enterprise, the statement of 
profits and income, whether in account or running form, 
essentially would be the same as those given above ex- 
cept that a "manufacturing" section or account would 
precede the "trading" section or account. An example 
in account form would be as follows : 
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Mandfactuking Account 

Raw Materials $ ^ Miscellaneous reductions in 

Labor $ (S Manufacturing cost $ ^ 

Superintendence $ ^ Balance— Manufacturing Cost 

Paciving Materials $ ^ carried to Trading $ ^ 

Heat and Power $ (J 

Factory Expense $ ^ 

Freight and Drayage In $ ^ 

Depreciation on Machinery and 

Tools $ ^ 

Insurance on Plant $ ^ 



More will be said concerning manufacturing accounts 
in Course 2. 

Illustrative Statement for a Manufacturing Concern 

Tlie following problem and its solution is presented 
as an illustration of a statement of profits and income 
for a manufacturing establishment. As an added item 
of valuable information to accompany such a statement 
is that of percentage figures. These are included and 
explain themselves. 

A company of bicycle manufacturers makes up its 
accounts on December 31, 1918, for the year. The fol- 
lowing are the debits to the profit and loss account: 

Raw material on haiid January 1 $12,500.00 

Finished machines on hand January 1, 1,600 wheels at $30 48,000.00 

Purchases of material 62,500.00 

Labor, productive 82,500.00 

Manufacturing expenses; coal, repairs, paint, varnish, superin- 
tendent's salary, unproductive labor and sundry other ex- 
penses 23,000.00 

Agent's commission 90,000.00 

Branch expense : rents, salaries, and miscellaneous 40,000.00 

Selling expense: travelers' expenses and salaries, discounts, re- 
bates and miscellaneous 30,000.00 

Bad debts 8,000.00 

Depreciation on machinery and plant 5,500.00 

The sales for the year were 6,000 wheels, yielding 
$540,000 ; the raw material on December 31, taken at cost 
was $4,000, and the finished wheels in stock ready for 
sale numbered 800. 
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Prepare a statement of profits and income from the 
above. (C. P. A. adapted.) 

The percentages are figured upon sales price, not on 
cost price. This is the usual custom. 

Turnover 

The question of turnover is important. Yet turnover, 
as a term, has more than one meaning. Some consider 
it as consisting of the prime cost of goods sold. From 
this point of view, turnover is calculated as follows : 

Trading concern: Original inventory plus cost 
of purchases plus infreight, less ending inventory. 

Manufacturing concern: Same as for trading 
concern except that manufacturing cost is the basis. 

Another use of the term, and one towards which pres- 
ent tendency leans, is to consider turnover as being the 
amount of net capital tied up in trading goods. This 
amount of net capital is computed by dividing the cost of 
sales by the average amount of inventory on hand during 
the period under review. 

Turnover, also, has a marked statistical use as being 
one of the important elements in "post mortem" cost 
accounting. Post mortem cost accounting refers to that 
method of cost accounting by which costs are ascertained 
at the end of a period after all expenditures have been 
made and goods sold. When books are closed at the end 
of a period, and statements drawn, the cost of goods sold 
divided by the number of units sold gives the cost per 
unit. This is "post mortem" cost accounting. 

From the standpoint of statistical use, specialty 
houses and department stores consider turnover as the 
number of times a year the merchandise capital has been 
turned over. For example, the amount of capital in- 
vested in merchandise stock is $100,000. The cost of 
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sales for the year amounts to $500,000. $500,000 divided 
by $100,000 gives a quotient of 5, the amount of turnover. 
The greater the turnover, the less need be the per- 
centage of profit to earn a definite fixed amount of profit 
a year. 



CHAPTER XIV 
THE BALANCE SHEET 

Introductory 

Eegardless of what records and accounts are in use 
in a business establishment, it is customary periodically 
to summarize the business activity in statements so set up 
and constructed that the business executive may at a 
glance tell exactly what has taken place. With such facts 
in mind, he is in a position to predict or estimate, with 
some degree of accuracy, what may be expected in the 
future. 

All accounting statements may be divided into two 
groups. The first group consists of those which set out 
financial condition or strength. The second group con- 
sists of those which explain the reason why the financial 
condition at the present specified moment is better or 
worse than its financial condition as at a previous mo- 
ment of time ; they reflect earning power. The primary 
statement of the second group is the statement of profits 
and income, or as sometimes titled, the profit and loss 
statement. This statement was discussed in the last chap- 
ter. The major statement of the first group is the bal- 
ance sheet; it is discussed in the present chapter. 

It is usual to gather together the balances with which 
one accounting period ends, and a new one begins, in 
such a way that the various items may be examined 
readily and their significance interpreted. In short, this 
procedure means the preparation of a balance sheet from 
the facts displayed in the last two columns of the working 

305 



306 ACCOUNTING— PRINCIPLES AND PRACTICE 

statement. These figures are those which remain upon 
the ledger after the books have been closed. 

Balance Sheet Defined 

A balance sheet may be defined as a financial state- 
ment of a business prepared from a set of double entry 
records, showing the assets, liabilities and capital as at 
the end of a specified day, the total assets being shown 
in relation to the total liabilities and capital. It is a pic- 
ture setting out the financial condition of a business as 
at a particular moment of time. A statement of profit 
and loss indicates business progress during a period of 
time ; whereas the balance sheet shows financial position 
at a particular moment of time. One well known writer 
states "the difference is similar to that between a biog- 
raphy and the portrait of an individual." 

Every account shown in the balance sheet represents 
the summing up of some element of value. A trial bal- 
ance taken before a set of books is closed contains many 
balances relating to a previous period and many accounts 
showing the business progress, in addition to accounts 
representing the summing up of some element of value. 
In other words, a balance sheet is not a ledger account ; 
it consists of a grouping together of the real elements 
or accounts remaining on the ledger after the nominal 
accounts have been closed out, this arrangement being 
in accord with some accepted plan. 

Misuse of the Term 

Statements headed "Balance Sheets" frequently 
have no right to be called by such a term. A ' ' Statement 
of Affairs" has been called a balance sheet by some. A 
balance sheet is, in truth, a statement of affairs, but in 
correct accounting terminology, the latter term is re- 
served as the heading of a statement prepared for the 
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purpose of showing at a given date the financial position 
of an individual or a concern which is insolvent and which 
may soon be wound up in bankruptcy. 

Neither is a balance sheet, in the true sense of the 
word, considered as a statement of assets and liabilities. 
A statement of assets and liabilities is a financial state- 
ment prepared from facts secured from all possible 
sources, and not from a set of double entry records. A 
balance sheet is secured from a set of records kept on 
the double entry basis. If a statement of financial con- 
dition is prepared from a single entry set of books, such 
statement should be headed "Statement of Assets and 
Liabilities." 

A balance sheet is at times called a "financial state- 
ment." The latter term, however, is better used in the 
plural to refer to all the periodical accounting statements 
taken collectively. 

Balance Sheet Equation 

A balance sheet has been considered by one author as 
the ground work in accounting, the beginning and ulti- 
mate end of every account carried. Since it is a state- 
ment of financial condition, it must set out the following 
major points: 

1. Assets : The amount of property items of all 
kinds to which one person, or a group of persons, has 
title. 

2. Liabilities: The amount of claims which ex- 
ist against the fund of asset values, and which at 
some future time, immediate or remote, must be sat- 
isfied from them. 

3. Capital: The amount of residue after the 
liabilities have been subtracted from the assets ; its 
amount represents the residual value of the interests 
of the respective proprietors in their asset fund, 
their net equity therein. 
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The basic accounting equation, therefore, once more 
puts in an appearance : 

Assets = Liabilities + Capital 
Assets — Liabilities = Capital 

Purpose of a Balance Sheet 

Since a balance sheet, properly constructed, sets forth 
the financial condition of a business enterprise, it is a 
most important document. It should be studied and in- 
terpreted from the point of view of attempting to find out 
and ascertain the financial strength of the enterprise as 
a whole — as to its net worth, and the present condition 
of its individual assets and liabilities. 

To make a comparison between total assets and total 
liabilities is not sufiScient. It is necessary to know the 
nature of each of the assets representing capital invested 
and the nature and amount of each of its liabilities. Only 
by such knowledge is it possible for the management to 
know that the proper relations exist between the assets 
on the one hand, and the liabilities and capital on the 
other. A comparison between total assets and total 
liabilities will never disclose the fact that the stock of 
merchandise on hand is too large or too small, that the 
accounts receivable represent too large a part of the total 
asset fund, and that proper provision has been made for 
depreciation of fixed assets and for possible losses. 

Statement of Opinion 

The object of a balance sheet is to present a statement 
of the true financial condition of a business. This state- 
ment is not one of fact, however, but merely one of 
opinion ; the value of such opinion depends largely upon 
the knowledge and the experience of the person setting 
up the balance sheet. No matter how carefully compu- 
tations may have been made, there exists no such thing 
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as absolute accuracy, except as to the item of cash. 

All the balance sheet items may be taken as facts if 
the statement is prepared by a competent individual. 
But since the methods of valuing the different classes of 
assets are many, and since there are various degrees of 
responsibility existing in regard to the liabilities, a bal- 
ance sheet amounts to nothing more than a summariza- 
tion of ledger balances adjusted to show the true condi- 
tion of each element of value according to the valuation 
rule used by the constructor in determining its valuation. 
The balance sheet, in other words, is the constructor's 
opinion of the concern's true condition as at a certain 
moment of time. 

Therefore, in reading a balance sheet, one must get at 
the facts behind the figures. Was the constructor well 
qualified by training and experience to make an expert 
diagnosis of a concern's financial position? Upon what 
basis have the assets been valued? What separate 
values have been included under the various group titles ? 
If the earlier chapters have been thoroughly digested, 
the student will remember that each asset of ordinary 
type has been thoroughly discussed in a very brief man- 
ner. As a result, he should be in a position to get behind 
ordinary balance sheet figures in a thorough and uncom- 
promising manner. There seems no need to discuss in 
detail at this point, the matters already covered. 

Form of Balance Sheet: Account Versus Report Form 

A balance sheet may be arranged in either one of two 
ways — in the running or statement form, or in the ac- 
count form. In the running form the assets are shown 
first followed by the liabilities and proprietorship. In 
the account form of balance sheet the assets are placed on 
the left side, and the liabilities and proprietorship are 
placed on the right side of the sheet. 
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In the account form of balance sheet, it is not proper 
to speak of the left side, or asset side, as the debit side 
of the balance sheet. Neither is it correct to call the 
right hand, or liability, side the credit side of the balance 
sheet. A balance sheet has no debit or credit side. It is 
simply a statement of the assets, liabilities and pro- 
prietorship of a business at a particular moment of time 
prepared from a set of double entry records. 

The arrangement of the balance sheet depends upon 
the ideas of the constructor. No mandatory agreement 
exists as to the order in which the assets and liabilities 
should be set out. When the number of items are few, 
the running form is advisable so that the entire state- 
ment may be shown on a sheet of regular typewriter 
paper 8I/2 inches wide. For the smaller sized business, 
this form of statement is also advisable, since the ordi- 
nary layman is able to interpret it more satisfactorily 
than the more formal account form of balance sheet. 
The account form of statement requires paper twice as 
wide as the statement form. 

In the balance sheet, the assets and liabilities should 
be arranged to convey the clearest and fullest meaning 
possible "in the form which it will be most readily under- 
stood, and most available for the purpose for which the 
balance sheet is to be used." No general agreement 
exists as to what the order of arrangement should be 
m every case. Every person who is in the practice of 
drawing up balance sheets has some principle of ar- 
rangement on which he acts. It may be general or de- 
tailed in the manner in which the information is pre- 
sented; irrespective of its condensation, it still remains 
a balance sheet. 

The capital assets may precede the current assets and 
the capital liabilities the current liabilities, or the cur- 
rent assets may precede the capital assets^ and the cur- 
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rent liabilities the capital liabilities. Unless there is 
good reason for the contrary, assets are arranged in the 
order of ease of realization, — the current assets first, and 
liabilities in the order of their liquidation, — current lia- 
bilties preceding fixed liabilities. In either case, when 
the account form of statement is used, the assets are 
placed on the left and the liabilities on the right. English 
practice reverses this order. As a third possibility, the 
assets may be arranged according to their importance. 

Abeangement No. 1 — Statement Foem 

J. M. Smith 

Balance Sheet 

as at 

December 31, 1919 

Assets 

1. Current Assets in the order of their availability to a going business. 

2. Deterred charges to profit and loss in the order of their amounts. 

3. Fixed assets in the order of their importance. 

Liabilities and Capital 

1. Current Liabilities in the order of their liquidation, the most press- 

ing items shown first. 

2. Fixed Liabilities in the order of their importance, and money value, 

or in order of permanency. 

3. Capital in proper detail. 

Aebangement No. 2 — Account Foem 

J. M. Smith 

Balance Sheet 

as at 

December 31, 1919 

ASSETS Liabilities and Capital 

1. Fixed Assets in the order of im- 1. Fixed Liabilities in the order of 

portance. their importance, or in their 

2. Current Assets in the order of order of permanency. 

their availability to a going 2. Current Liabilities in the order 
business. of their liquidation, the most 

3. Deferred Charges to profit and pressing items shown first. 

loss in the order of their 3. Capital in proper detail. 

amounts, the largest amounts 

first. 
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Exhibits and Schedules 

If the ledger accounts are so numerous that, were they 
all included in the statement, the latter would be too 
ponderous and complex, like assets should be totaled and 
only the total thereof shown on the statement. Each such 
total should be supported by a separate schedule in which 
are set out the detail items composing it. The same prin- 
ciple should be followed with reference to the liabilities. 
In the statement of profit and loss, this principle should 
be observed with regard to the expenses. 

The balance sheet is labeled Exhibit "A," and the 
statement of profit and loss Exhibit "B." A schedule 
supporting a balance sheet would be titled Exhibit " A, " 
Schedule 1. 

Liabilities 

"Liabilities" many times is used as a heading on the 
right side of a balance sheet. If all the items on the 
right side were liabilities in the accepted sense of the 
term, this heading would be correct. But net worth 
(proprietorship) consisting of capital investment plus 
surplus, or minus deficit, is not a true liability as under- 
stood by the public. It is the excess of the assets over 
liabilities, and is included on the right hand side of the 
balance sheet in order to make the footing thereof agree 
with the footing of the asset side, so that the asset group- 
ing may be in equilibrium, or in balance, with the liability 
and capital grouping. 

Contingent Liabilities 

Contingent liabilities are amounts owed by the busi- 
ness only if certain contingencies materialize, — notes re- 
ceivable discounted, accommodation indorsements, etc. 
If the other party fails to pay at maturity, the business is 
held liable. Such liabilities in general should be shown 
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on the balance sheet as footnotes ; the contingent liability 
for notes receivable discounted would be an exception to 
the general rule governing their display. 

Deferred Charges 

The term "Deferred Charges" is general in nature 
covering any expense charged but not taken up and ab- 
sorbed by the business operations as on the date of the 
balance sheet. It includes such items as insurance 
premiums paid in advance, advertising paid in advance, 
etc. It is a balance sheet term only, being used when 
making up the balance sheet as a general group heading 
thereon. 

Although deferred charges are not current assets, they 
help to reduce the requirements of the current liabilities, 
and therefore may even be included as part of the current 
assets, thereby allowing the determination of the net cur- 
rent assets available. 

What Remains on Books After Closing 

After the books have been closed, only the balance sheet 
(real) accounts remain; see the accounts in the working 
statement (see preceding chapter) having amounts in the 
two columns headed "Balance Sheet." 

The valuation of these accounts is determined as fol- 
lows: 

1. The fixed or capital assets are valued at their 
cost less accrued depreciation. 

2. The current assets are valued at their worth 
to a going concern. 

3. The prepaid expenses — deferred charges — are 
valued at cost. 

4. The liabilities, whether due or not, are valued 
on the basis of the items accrued. 

5. The capital account displays the difference 
between the assets and liabilities as indicated. 
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It should be noticed that the value of a concern when 
going out of business, its liquidating value, differs from 
the value of the same business as a going concern. Both 
values, also, may differ from the value of the business 
as shown by the books and accounting records kept. 

Balance Sheet Illustrated 

Reference is made to the working statement shown in 
the preceding chapter. In the case of the accounts which 
have been dealt with in that statement, i.e., those with 
amounts found in the two columns headed "Balance 
Sheet," the balance sheet would take some such form as 
that shown below, the running or statement form of bal- 
ance sheet being used. 

Smith and Robeets 

Balance Sheet 

(Date) 

Assets 

Current 

Cash $12,300.00 

Notes Receivable 32,700.00 

Accounts Receivable 47,000.00 

Merchandise Inventory 5,365.00 

Advertising Materials 165.00 $ 97,530.00 

Deferred 
Insurance Unexpired 208.33 

Fixed 

Real Estate $50,000.00 

Buildings 13,000.00 

Furniture and Fixtures 3,000.00 66,000.00 

$163,738.33 

LiIABILITIBS 

Current 

Xotes Payable $30,000.00 

Accounts Payable 13,100.00 

Salaries Accrued 240.00 $ 43,340.00 
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Capital 
J. Smith: 

Balance (Date) $50,000.00 

Add % profit per exhibit "B" 24,811.46 



$74,811.46 
Less Drawings ' 2,400.00 $72,411.46 

F. Roberts: 

Balance (Date) $35,000.00 

Add % profit, per exhibit "B" 14,886.87 



$49,886.87 
Less Drawings 1,900.00 47,986.87 120,398.33 



$163,738.33 



Bankers' Form of Balance Sheet 

One of the principal uses to which a balance sheet is 
put is to set out the ability of a concern to liquidate its 
current liabilities readily in connection, for example, with 
securing loans of money or credit : (a) Loan from a bank, 
(b) Granting of credit by a merchant. In such a balance 
sheet, those items which the banker considers most im- 
portant should be displayed prominently. The form of 
balance sheet prescribed by the Federal Eeserve Board 
in their bulletin of April, 1917, has this idea well in 
mind. It is set out about as follows : 

Form of Balance Sheet — Left Side 

Assets 
Cash: 

Cash on Hand — Currency and Coin $ ^ 

Cash in Bank $ <t $ (f 

Notes and Accounts Receivable: 

Notes Receivable of Customers on Hand (not past due) $ ^ 

Notes Receivable Discounted or Sold with Indorsement or 

Guaranty $ ^ 

Accounts Receivable of Customers (not past due) $ <t 

Notes Receivable of Customers, past due (cash value $ ■) $ (f 

Accounts Receivable of Customers, past due (cash value $ ) $ jf 



Less: 

Provisions for Bad Debts $ # 

Provisions for Discounts, Freights, Allowances, etc. . $ (f $ ^ $ ^ 
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Inventories : 

Eaw Material on Hand $(f 

Goods in Process $ <! 

Uncompleted Contracts $ <f 

Less — Payments on Account $(f $# 

Finished Goods on Hand $ if $^ 

Total Quick Assets (Investments Excluded) $ ^ 

Securities : 
Securities Eeadily Marketable and Salable without impairing 

the business $ t 

Notes given by Officers, Stockholders, or Employees $ <S 

Accounts due from Officers, Stockholders, or Employees $ ^ $ # 

Total Current Assets $ if 

Fixed Assets: 

Land $ ^ 

Buildings $ ^ 

Machinery $ (S 

Tools and Equipment $ if 

Patterns and Drawings $ (f 

Office Furniture and Fixtures $ if 

Less — Reserves for Depreciation $ ^ 

Total Fixed Assets $ ^ 

Deferred Charges: 

Prepaid Expenses $ <f 

Prepaid Insurance $ (f 

Prepaid Interest $ if 

Prepaid Taxes $ if 

Total Deferred Charges $ ^ 

Total Assets $ # 



Form of Balance Sheet — Right Side 
Liabilities 

Bills, Notes and Accounts Payable: 
Unsecured Bills and Notes: 

Acceptances made for Merchandise or Raw Material Pur- 
chased $ (J 

Notes given for Merchandise or Eaw Material Purchased. . . $ ^ 

Notes given Banks for Money Borrowed $ ^ 

Notes Sold Through Brokers $ ^ 

Notes given for Machinery, Plant Additions, etc $ ^ 

Notes due Stockholders, Officers, or Employees $ ^ 
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Unsecured Accounts: 

Accounts Payable for Purchases (not yet due) $ ^ 

Accounts Payable for Purchases (past due) $ <f 

Accounts Payable to Stockholders, OflRcers or Employees .... $ ^ $4 

Secured Liabilities: 

Notes Receivable Discounted or Sold with Indorsement $ # 

or Guaranty ( contra ) $ ^ 

Customers' Accounts Discounted or Assigned (contra) .... $ i: 

Obligations Secured by Liens on Inventories $ ^ 

Obligations Secured by Securities Deposited as Collateral ... $ ^ $ ^ 

Accrued Liabilities : 

Interest $ if 

Taxes $ ^ 

Wages $«i $ (f 

Total Current Liabilities $ (■ 

Fixed Liabilities: 

Mortgage on Plant (due date ) $ ^ 

Mortgage on Other Real Estate (due date ) $ ^ 

Chattel Mortgage on Machinery or Equipment (due date ) $ (t 

Bonded Debt (due date) $ <( 

Total Fixed Liabilities ? # 

Total Liabilities J <■ 

Net Worth : 

If a Corporation: 

Preferred Stock ( less stock in treasury ) $ 4 

Common Stock (less stock in treasury) $ (f 

Surplus and Undivided Profits $4 

$ 4 
Less : 

Book Value of Goodwill - $ (J 

Deficit ^ <t $ (t 

Total U 

Net Worth : 

If an Individual or Partnership : 

Capital $4 

Undistributed Profits or Deficit $ ^ 

Total JJ 

English Form of Balance Sheet 

The English form of balance sheet is arranged with the 
assets on the right side, and the liabilities and capital on 
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the left side, of the statement. This arrangement is ex- 
actly opposite to the continental or American form. The 
reason for this arrangement is said to lie in the fact that 
the proprietor is liable to the business in the amomit of its 
liabilities, while the business is liable to him in the amount 
of its assets. If ledger accounts showing values owned 
display balances on the left or debit side and values owed 
are displayed on the right or credit side, uniformity and 
consistency would seem to indicate that the expression 
of such balances upon a balance sheet ought to be accord- 
ing to the same plan. 

Double Account Form of Balance Sheet 

The double account form of balance sheet is not used 
much in this country, but is used to a considerable extent 
in England. Its purpose is to show clearly the relation- 
ships existing between the capital or fixed assets and the 
capital or fixed liabilities, and between the current assets 
and the current liabilities. Its use is probably commend- 
able under certain conditions. 

A private corporation would not need it because a reg- 
ular form of balance sheet classifying items into fixed 
and current groupings makes possible a satisfactory com- 
parison. In public corporations when a careful distinc- 
tion must be maintained at all times between capital and 
revenue expenditures, its use may perhaps be desirable ; 
capital expenditures are met by long time loans, and reve- 
nue expenditures are met by taxation. In such cases it is 
oftentimes noticed that these balance sheets are used: 

1. Capital assets and liabilities. 

2. Current assets and liabilities. 

3. Capital and current items combined. 

In a single balance sheet arranged in double account 
form the debit or credit balance in the first section hold- 
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ing the fixed assets and liabilities is carried down into the 
second section in one total amount. Section 1. concerns 
only the stockholders — their investments, and Section 2. 
concerns the general creditors. Since its usefulness is 
as has been indicated, nothing further need be said. 

Statement of Income and Expenditure Versus Statement 
of Receipts and Payments 

The cash account should contain a record of all cash 
incomings and outgoings. Its balance represents the 
actual cash on hand, which may be used in the liquidation 
of the concern's liabilities. In an early part of this 
course it was said that cash includes all values which a 
bank will receive for deposit, such as money, checks, 
drafts, coupons, etc. It should be noticed, therefore, that 
certificates of deposit, I. 0. U's., dishonored checks, and 
like items which cannot be converted immediately into 
cash should not be found in the balance ; they should be 
eliminated. 

" Income " refers to the earnings or revenues of a busi- 
ness for a given period without regard to its manner of 
payment — whether paid in cash or in property or 
whether still owing and payable at some future time. 
The term "receipts" refers entirely to cash received dur- 
ing the course of business, regardless of whether it is 
capital or revenue. "Expenses" include all expendi- 
tures incident to running the business, whether paid or 
still outstanding. The term in this connection is used 
in contradistinction to that of "income." "Disburse- 
ments" include only actual cash payments, regardless of 
the purpose for which given. 

It is one of the most important items in business ac- 
counting to separate the two classes of financial and 
nominal accounts correctly. With the income statement 
and balance sheet one will often come across or be asked 
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to make up a third statement which is one of receipts and 
payments. The profit and loss statement shows the in- 
come and expenditure and its various sources ; whether 
the income is collected during the period in which it was 
earned, or whether the expenditure is paid out in cash 
during the same period which saw the creation of the 
debt is of little moment; we have the deferred receipt 
or payment expressed in accounts receivable and payable. 
With the statement of receipts and payments, however, 
it is a different matter; these represent the actual cash 
transactions of the period under discussion. 

A "Statement of Eeeeipts and Disbursements" (or 
Payments) is a summarized statement (a transcript as 
it were) of the cash account for a certain period taken 
from the facts recorded in the cash book, including all 
cash received and paid out, both capital and revenue 
items. This statement is sometimes called a cash state- 
ment, or a treasurer's statement. It verifies the asset 
of cash as shown upon the balance sheet as at the end of a 
period. Usually, such a statement is part of a treas- 
urer's report. 

There is a distinct difference in these two statements 
separating, as they do, two entirely different items on 
the balance sheet. It is sufficient to say of the statement 
of receipts and payments that it is usually made out in 
any simple readable form, with the receipts on one side 
and the payments on the other, much resembling the bal- 
ance sheet, or the items may be placed vertically with the 
receipts and opening balance, followed by the payments 
whose aggregate sum, subtracted from the total of be- 
ginning balance plus receipts, will indicate the balance 
remaining at the end of the period. All similar receipts 
are grouped together under one head and classified ac- 
cording to the nature of the business. Likewise, the pay- 
ments are recapped under groups or families, or pay- 
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ments classified according to the interpretation that will 
set forth the various interests of the business. 

A * ' Statement of Income and Expenditure " is a state- 
men of all the income of a given period, whether received 
in cash or not, and of all costs incurred in producing such 
income, whether paid in cash or not. 

The statement contains all transactions affecting reve-. 
nue during the period — revenue and charges against 
revenue — whether arising through cash or credit trans- 
actions. One use for it is found in verifying the item 
of surplus as displayed on the balance sheet as at the 
end of a period of time. It does not take the place of 
a balance sheet; the latter would accompany it when 
used. Such a statement has considerable use in societies, 
municipalities, or similar organizations, which are not 
organized for pecuniary profit, and in such cases is in- 
tended to take the place of the statement of profit and 
loss in a business enterprise. 



CHAPTER XV 
THE JOURNAL AND ITS EXPANSION 

General Ledger Insufficiency 

The important accounting record is the ledger. All 
other records, whatever their nature, support it. The 
work thus far has been entirely in connection with the 
ledger. Basically, the ledger is the accounting equation ; 
physically, it may take any one of a number of forms : 

1. The long, ruled, columnar sheet. This was 
discussed in the early chapters. 

2. The pages of a book. Each page represents 
an account, its function being the same as the corre- 
sponding pair of columns on the above mentioned 
long, ruled, columnar sheet. 

3. Cards or loose sheets. 

Physically, these forms appear to be different; function- 
ally, their purpose is similar. Therefore, accounting 
records should always be classified functionally rather 
than by physical appearance. 

Ledgers are books of final entry in which transactions 
are classified in accordance with a previously determined 
upon plan or chart of accounts. Records of first entry, 
of original entry, are discussed in the present chapter. 

When analyzing a business transaction the primary 
object is to record it correctly in the proper ledger ac- 
counts. Thus far, no reference has been made to the man- 
ner in which transactions reach the ledger. If one under- 
stands thoroughly the working of the ledger, an under- 
standing of other accounting records is a simple matter, 

322 
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Theoretically, it is possible to assume that accounts 
may be debited and credited direct from the original docu- 
ments which furnish the data and figures to be entered 
in the ledger. While this procedure is all that is required 
to furnish correct periodical statements of financial con- 
dition and of profit and loss, practically, it is safer, more 
convenient and more economical of time and labor to 
enter all transactions in a temporary chronological record 
(a record of original entry) before transferring them to 
the ledger. The reasons for so doing briefly are as fol- 
lows: 

1. It is a simple matter to make entries upon the long, 
ruled, columnar ledger sheet, the debit and credit entry 
for each transaction being placed upon the same line, ty- 
ing the two elements together. In the book and on the 
loose sheet or card, form of ledger, the debit elements of 
an entry appear on one page and the credit elements on 
another, with no convenient connecting link between the 
two. This lack of connection makes it difficult to deter- 
mine readily the complete elements of any single trans- 
action from an examination of the ledger-pages by them- 
selves. Such a fact may cause the following to occur : 

(a) In entering the debits and credits of a certain 
business transaction, the debits might be recorded 
properly and the credit entry be forgotten entirely. 

(b) The debit entry might be made on the credit 
side of the account instead of on the debit side. 

(c) The debit entry might be placed in the wrong 
account. 

(d) If transactions are entered directly into the 
accounts, the records may easily be falsified and the 
cash appropriated by a bookkeeper with access to 
the cash, it being only necessary for him to enter 
fictitious amounts in the ledger accounts as his fancy 
'dictates ; such manipulations would be nearly impos- 
sible to detect unless the amounts involved were very 
large. 
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2. Unless a transaction is entered upon the ledger at 
the moment it takes place, it may be overlooked and never 
entered thereon, especially during the course of a busy 
day. 

A bookkeeping system should reduce the possibility of 
error to a minimum, aid in locating errors when errors 
have occurred, and make it difficult to tamper with the 
records. Therefore, although its ultimate purpose is to 
record business transactions in the proper ledger ac- 
counts, means must be provided of insuring the correct- 
ness of the records and reduce to a minimum the objec- 
tions indicated. 

The Journal 

To this end some form of memorandum is needed — 
memoranda on slips of paper, in blank books or in almost 
any other form — which can be made at the time a transac- 
tion occurs and upon which are based the ledger entries 
to be made later. A collection of such memoranda in 
whatever may be their shape and form, upon which for- 
mal ledger entries may be made at a later time, is a 
journal. 

The journal is a book of original entry, a first record 
of business transactions. Debits and credits are herein 
assigned each transaction and these debits and credits are 
later transferred (posted) to the proper ledger accounts. 
This plan provides a chronological diary of events, and 
also furnishes some protection against errors due to the 
omission of transactions. 

In the earlier chapters, from time to time a description 
of certain transactions was presented. Upon such de- 
scriptions, entries were made in the ledger. Such facts 
and descriptions form a journal. 

Each transaction is analyzed in the journal to show 
exactly of what the exchange consisted. Analysis in- 
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volves the determination of what accounts to debit or to 
credit in order to show the exact nature of the transaction 
as a transfer of money or money's worth, for which an 
equivalent transfer is made or obligation assumed. In 
order to record this analysis one or two money columns 
might be provided, in the latter case, one being for items 
which are to be debited, and one for those which are to be 
credited, to accounts in the ledger. 

The following transactions during the month of Jan- 
uary, 1918, are made the basis for the forms of journals 
presented : 

January 

24. Merchandise purchased from J. Jones on ac- 
count $2000.00. 

25. Office Salaries Paid $35.00. 

26. Merchandise sold on account to G. Brey 
$3000.00. 

27. Merchandise sold for cash $500.00. 

In each of these transactions there exists a debit ele- 
ment and a credit element. Each such element must be 
clearly distinguished upon the journal record. 

The journal record for the above transactions might 
appear about as follows : 

January 1918 

—24— 
Purchases Dr. Purchase per invoice $2000.00 

John Jones Cr. 1/24/18 2000.00 

—25— 
Office Salaries Dr. . . 35.00 

Cash Cr. Office Salaries Paid per authorized voucher 35.00 

—26— 
G Brey Dr. 3000.00 

Sales Cr. Sale of Merchandise per bill rendered 1/26/18 3000.00 

—27— 
Cash Dr. 500.00 

Sales Cr. Sale of Merchandise for Cash 500.00 

This form of journal sets out clearly the debit and 
credit elements of each transaction, in a manner conven- 
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ient for posting. It is usable but not as desirable as the 
next form presented. 

Because the total debits should always equal total 
credits, a journal record more preferable than that we 
presented above is one which groups the debit and credit 
amounts into respective piles in order to secure a quick 
check proof of the work — that the total debits equal total 
credits. 

This journal is the two-column form, one column hold- 
ing debit amounts and one column holding credit amounts. 
By adding each column, the two total amounts may be 
compared to determine whether or not the double entry 
principle has been followed out. 



January 1918 





—24— 








Purchases 




6 


$2000.00 




To John Jones 


( Explanation ) 
—25— 


9 




$2000.00 


Office Salaries 




4 


35.00 




To Cash 


(Explanation) 
—26— 


2 




35.00 


G. Brey 




10 


3000.00 




To Sales 


(Explanation) 
—27— 


8 




3000.00 


Cash 




2 


500.00 




To Sales 


( Explanation ) 


8 




500.00 



From this memorandum record, the account is posted 
readily to the ledger — whatever may be the form of the 
latter. Note the marked similarity of this journal form 
to the schedules of debit and credit entries prepared 
from time to time in this course. These schedules 
were, in fact, journals. 

The following points relating to the making of journal 
entries should be noted carefully : 

1. The original record should contain sufficient 
space so that a full record of each entry may be 
made. 

2. The date of entry may be placed in the center 
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of the page to show clearly each day 's transactions. 
The month and year are written across the top of 
each page, and whenever a new month is started a 
new page always should be commenced. 

3. The name or exact title of the account to be 
debited is written at the extreme left of the explana- 
tion space, and that of the amount to be credited is 
indented to the right. This helps to distinguish the 
credit entries from the debit entries. 

4. The amount to be debited is placed in the left 
of the two money columns, and the amount to be 
credited in the right. The debit item precedes the 
credit, at all times. Sometimes, where a number of 
accounts are to be debited or credited, the word 
"Sundries" precedes the account names, but this 
practice is entirely unnecessary. 

5. Where an entry contains several debits and 
several credits, each side must be proved against 
the other to make sure the entry is in balance. 

6. A detailed explanation should accompany each 
journal entry, so that at any later date its meaning 
may be readily comprehended. Full explanation is 
desired, however obvious the information may seem 
at the time of making; the matter of space required 
should never be considered. Accompanying docu- 
ments may be pasted or copied in, as part of the 
explanation. 

7. In journal entries the word "To" frequently 
precedes the name of the account to be credited and 
the word "By" precedes the name of the account to 
be debited; they are, however, unnecessary. 

8. When necessary, a journal entry should be 
authorized before the entry is made. In some cases, 
it may be necessary to have a certain official initial 
the entry. 

9. Transferring the items from a book of original 
entry to ledger accounts is known as "posting." As 
soon as a posting has been completed, not before, 
the number of the ledger page upon which appears 
the account to which the posting has been made is 
written on the book of original entry opposite the 
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entry of the transaction posted (see figures in narrow 
column to left of debit column on two-column journal 
above). Likewise, in the ledger account, a similar 
notation should be made of the page of the book of 
original entry from whence the posting is taken. If 
these posting "folios" are entered after a posting is 
completed, a simple check is given the bookkeeper at 
all times upon the amount of work completed ; upon 
resuming his work after an interruption, he knows 
just where he left off. All entries upon original 
records of entry must be posted, either separately or 
in total. No item should be found in the ledger that 
has not been posted from an original record. 

Simple System of Accounts 

The simple journal plus the general ledger to hold the 
postings from the journal together compose a combina- 
tion 6i records sufficient to record the transactions of any 
kind of business however complex, as far as actual utility 
of entry goes. The two records together hold all the 
essentials of a complete bookkeeping system. All books 
used in a double-entry system may be classified either as 
journals or ledgers. A journal is used to record business 
transactions chronologically, as in the form of a diary of 
events, with details sufficient so that at any subsequent 
time the subject matter may be identified clearly, and so 
that later this subject matter may be transferred (posted) 
to a ledger or ledgers. 

In modern business the ledger and journal must be 
split up and amplified to a large degree in order to obtain 
the speed necessary for our manifold business transac- 
tions and exchanges. The ledger, then, has developed 
into different forms, bound volumes, loose leaf systems 
and cards; while the journal has been divided into a 
number of subsidiary journals. 

The journal is one of the fundamental books of busi- 
ness, whereas, the ledger in itself is a posting repository 
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of the results of business transactions set up in the jour- 
nal in which the different entries are segregated into 
accounts. While we have considered the ledger the more 
important book of the two thus far in the course, so 
far as the securing of an understanding of accounting 
is concerned, it is the journal which is. the photograph of 
the business transaction, and, therefore, in court the 
journal has the principal legal value in lawsuits. While 
the ledger, then, is the one important book to reveal the 
status of an account, it is the journal which carries the 
greater significance of its revelations of material and 
labor used and sold. If the journal is properly set up, 
therefore, the mechanical part of posting to a ledger will 
take care of itself. It may seem easy to debit and credit 
two accounts, which reflect the two views of all business 
transactions, but it is often very difficult to do so in a 
proper manner. In this lies the importance of the pres- 
ent chapter, so essentially necessary to round out and 
complete our study of the elementary principles of ac- 
counting. 

The Special Column — Columnar Journal 

In any business, a large number of entries repeat in 
whole or in part; certain kinds of transactions occur 
again and again. A glance at the transactions of any 
ordinary commercial establishment will show, for ex- 
ample, that transactions involving the receipt and dis- 
bursement of cash far outnumber all others. As a result, 
when the simple journal is used, it is full of entries which 
are dissimilar only in amounts. 

Therefore, to save labor cost and to get work out on 
time, a scheme was evolved under which postings were 
made day by day from the journal to the ledger, of all 
debits and credits, except those going to the cash ac- 
count. The amounts of those entries affecting cash tem- 
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porarily were placed in separate columns on the journal, 
one to hold debits to cash, and one to hold credits to cash. 
Then at the end of the month the total cash debit and 
the total cash credit would each be posted in one lump 
sum to the general ledger cash account. 

The journal, ■ under such a plan, will contain four 
columns, instead of two, all cash items appearing in these 
two extra columns instead of in the regular debit and 
credit columns which now hold all amounts other than 
cash. The extra columns are necessary in the scheme of 
withholding like entries temporarily from the ledger in 
order that the bookkeeper will not overlook one or more 
of them at the mouth's end when he secures his total for 
posting to the ledger cash account. If it were not for this 
reason, the extra columns would be unnecessary, the with- 
held amounts being retained right in among the others of 
a dissimilar nature. 

The plan of the special column may be applied to items 
other than those involving cash only. It may be used 
whenever entries repeat themselves in the journal many 
times. Any number of special columns may be placed 
in the journal. A journal, therefore, which is up to date 
contains a number of special columns just sufficient 
to take care of all the many entries which recur fre- 
quently ; the two general columns are then used for items 
which need recording infrequently. 

Insufficiency of Columnar Fonn of Simple Journal 

With the expansion of business occurs an expansion 
in the number of accounts required upon the ledger, and 
a consequent increase in the number of entries to these 
accounts. The columnar journal will expand at the same 
time, more and more special columns being added, until 
the book becomes heavy, unwieldy and cumbersome to 
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handle. Likewise, a host of columns causes errors to be 
made easily by the bookkeeper because of the ease of en- 
tering figures in the wrong column. Again, the more 
columns a journal contains, the more waste space is found 
on each sheet, because for each entry a whole line, hori- 
zontally across the page, is required. Again, with the 
increase in the number of transactions in a business, a 
point is reached beyond which they are too numerous 
for one bookkeeper to handle. Not more than one per- 
son can work satisfactorily upon a record at one time. 
Therefore, in a large concern this columnar form 
of simple journal requires some radical changes in its 
make up. 

One possible change is to have two columnar journals, 
or as many as there are bookkeepers to work on them. 
By so doing, the work can be split up between the book- 
keepers ; each could make entries in his journal and post 
from it to the ledger. 

This expedient, to a certain extent, would answer one 
of the above named objections but no other. Unwieldi- 
ness and cumbersomeness are not done away with ; each 
journal is a duplicate of the original, and since the orig- 
inal was objected to, the duplicates are open to the same 
objections, except that of permitting more than one per- 
son to work on the journal record. 

Subdivision of the Simple Columnar Journal into Other 
Books of Original Entry 

A workable solution to these objections is found in 
taking out of the simple journal these special groups of 
columns and placing each group in separate covers, mak- 
ing out of each group a new journal. This principle of 
taking separate columns from the simple columnar jour- 
nal and placing each group in separate covers is 
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applied universally to the columns for cash, purchases 
and sales ; it may be applied to any other group of related 
transactions when the latter are of sufficient recurrence. 
All journals are books of original entry. 

As explained previously, every entry in a book of orig- 
inal entry is in effect a journal entry in that it must show 
the analysis of the transaction into its component ele- 
ments so that the proper accounts in which these elements 
are to be recorded may be debited and credited. The 
term "journalizing" has thus a broader application than 
merely the designation of entries made in the journal 
itself. 

When books other than the simple journal are to be 
used as records in which to make the original entry of 
business transactions, such records must first prove them- 
selves a convenience and saving. When this test cannot 
be fulfilled, they should not be used; the simple journal 
is then sufficient in which to record the group of trans- 
actions which, if plentiful enough, might be recorded else- 
where. 

The Cash Book 

Of these other books of original entry, the principal one 
is the cash book, this being in reality two separate jour- 
nals, one for cash receipts, and the other for cash pay- 
ments. The cash account should show a record of all 
cash received and paid. It may be kept in the ledger or 
it may not. For the recording of all transactions involv- 
ing cash, a separate book may be used, which is a journal. 
In the cash book a distinct record is provided for receipts 
of cash as distinguished from disbursements. When the 
cash account is not kept in the ledger, the record in this 
book becomes the regular cash account. This practice 
is not recommended because it makes a journal record 
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assume the characteristics of a ledger account, and 
because no amounts should be included in a trial balance 
unless they come from a ledger account; it should 
be possible to draw a trial balance from a double- 
entry ledger, without any reference to books of original 
entry. 

In most business houses the cash receipts exceed in 
number the cash disbursements. If, under these circum- 
stances only one book is used for all cash transactions, 
much space is wasted on the right side. Also, when the 
columnar cash book is used (discussed later in this chap- 
ter) the number of columns required for recording the 
cash receipts is usually different from the number re- 
quired for the disbursements. Therefore, it is a usual 
practice to keep one book for cash receipts and another 
for disbursements. Postings, under such conditions, may 
be made from the cash receipt book (receipt register) 
while the cash payments book (cash disbursements regis- 
ter or check register) is being written up. 

The simple form of cash book shown below well ex- 
plains its use in ordinary double entry bookkeeping. It 
is assumed to be under one cover, the journal for cash 
receipts being the left hand pages and the journal for cash 
payments being the right hand pages; one page of the 
receipts journal is followed by one page of the payments 
journal. 



Cash Receipts 



Page 12 



Date 



Aug 1 









Month of 


July, 1919. 


Accounts Credited 


Explanation 

On Account 
On Account 


L.F. 

02 
67 


Amount 


Balance 

Murphy and Jonea 
Sterrett & Wilson 

Balance 


$500.00 
100.00 


$3000.00 
600.00 




$3600.00 
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Cash Payments 



Page 13 

Month of July, 1919 



Date 



L.F. 



15 

14 



Accounts Debited 



Office Salaries 
Sorenson & Loeb 

'Balance 



Explanation 



In full of Inv. 



Ck. 
No. 



75 
76 



Amount 



$ 50.00 
150.00 


$ 200.00 




3400.00 


$3000.00 



*ilay be in red ink 

The following points should be observed in connection 
with the above: 

1. The month in which the entries are made is 
written across the top of each page. The date of the 
receipt or payment is entered at the left of each page, 
as a matter of convenience. Cash book entries being 
numerous the writing of the date in the middle of a 
separate line causes considerable waste of paper. 

2. The columns showing cash receipts and cash 
payments should be totaled every day and the totals 
set down in small pencil figures. This determines 
the balance of the account, which necessarily is the 
excess of debits over credits. Whenever the bottom 
of a page of either receipts or payments is reached 
both pages should be added and the amounts carried 
forward to the next page, even though one side may 
contain only a few entries. This makes it possible 
to secure the cash balance readily. 

3. All receipts of cash should be deposited intact 
in the bank, and all payments should be made by 
check except those from a special petty cash fund. 
This permits of the ready tracing of cash receipts 
into an organization, and from there into the bank; it 
gives an auditor a suitable basis upon which to work 
when confronted with the proposition of having to 
certify that in his opinion the books are in order, 
and that all cash supposed to have been received 
actually has reached the bank depository. When 
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he certifies to the cash balance he will be supported 
by the bank's records and the canceled checks re- 
turned by the bank. A check when returned by the 
bank after payment constitutes a voucher and the 
practice of paying by check practically insures entry 
of the payment in the cash book. 

4. Each cash payment should be entered in the 
cash book with sufficient explanation to identify it 
without reference elsewhere. Checks always should 
be numbered and the number of each entered in the 
cash book. This is true whether the checks are 
attached to stubs or put up in pads, whether num- 
bered when printed or when issued. Entries should 
be made directly in the cash book, instead of first 
on the check stub and later in the cash book. Only 
in this way will a concern protect itself against over- 
drafts. 

5. The most important fact shown by the cash 
book is the balance of cash on hand. This balance is 
the excess of total receipts, plus beginning balance on 
hand, over total payments. This cash balance should 
be ascertained daily and a pencil notation thereof 
made in the explanation space on receipt side of the 
record. Frequently, the accuracy of this cash bal- 
ance figure should be tested by running off on the 
adding machine the detail receipts and payments to 
date, taking the beginning balance into account, to 
secure a result equal in amount to that secured by 
comparing the penciled totals to date. Only at the 
end of each month should the cash book be balanced 
for the purpose of inking in totals and at such time 
a reconciliation should be made of the balance as 
shown by the cash book with that shown by the bank 
statement or pass book. 

Closing the Cash Book 

The cash book should be closed at the end of each 
month, except under special circumstances; a summer 
hotel company or a theater may find it advisable to close 
weekly; a broker's office closes its cash book daily. 
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The total cash receipts for the month should be posted 
to the debit of the cash account in the ledger. This figure 
comprises all items which have been posted individually 
to the credit of the various accounts. The equilibrium 
of the accounts is thus maintained by making one debit 
equal to all the credits. 

The total payments are credited to the cash account in 
order to record the decrease in that asset. During the 
month, accounts have been debited with the separate pay- 
ments recorded in the cash book, so that the equilibrium 
is maintained by offsetting the total of these debits with 
one credit of the same amount. 

The balance on hand at the end of the month is written 
in ink under the total payments and added to them. 
The two sides of the cash book will then balance, one with 
the other. 

The balance at the end of the month should be carried 
forward and entered as the opening balance on the first 
day of the next month. The balance of the ledger cash 
account should agree in amount with the balance shown 
by the cash book. 

Purchase Journal 

The purchase book (or journal) is another book of 
original entry in which are recorded, instead of in the 
simple journal, all transactions involving purchases. It 
is a separate form of journal designed to relieve the 
simple journal of all purchase transactions. As it is a 
book of original entry, every entry therein is in effect a 
journal entry showing the analysis of the purchase trans- 
actions into their component elements so that the proper 
accounts on the ledger in which these elements are to be 
recorded may be correctly debited and credited. 

The form of the purchase journal has been developed 
to meet modern accounting requirements. Such develop- 
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ments will be described later. In this chapter the discus- 
sion is limited to the purchase record in its simplest form. 
A simple form of purchase journal resembles that of a 
simple two column journal. The details of purchases 
are entered in the first column and the amount to be 
credited in the second. The second column is added at 
the end of the month to secure the total debit to be 
posted to the merchandise purchases account. 

Sales Journal 

The sales journal also is a separate form of journal 
designed to relieve the simple journal of sales transac- 
tions. Since the sales journal is a record of original 
entry, every entry therein is in effect a journal entry; 
each entry must show the analysis of the transaction into 
its component elements so that the proper accounts may 
be debited and credited. Other titles or names for this 
record are — sales register, sales record, sales book. 
Whatever the title, the purpose of the book is to furnish 
a daily record of sales. 

The form of sales journal has been developed to meet 
modem accounting requirements. Such developments 
will be described later. In this chapter the discussion is 
limited to the sales record in its simplest form. 

A simple form of sales journal resembles a simple two 
column journal. Individual amounts are debited to cus- 
tomers' accounts and the monthly total is credited to 
the sales account at the end of the period. 

The Modern Journal 

Under modern systems of bookkeeping, therefore, un- 
less the business is a small one, the simple columnar jour- 
nal has been stripped of much of its original importance, 
and is used chiefly for opening, closing, and adjusting 
entries, other entries being made more conveniently in 
other books of original entry all of which are considered 
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as sections of the journal kept under separate covers and 
given special names. 

The Journal Voucher 

A voucher, in this connection, is a memorandum au- 
thorizing the making of a journal entry. When the gen- 
eral journal, as described in the last section, holds only 
unusual entries and these are relatively few in number, a 
memorandum of the transaction involved in an entry 
should be made and should be passed upon and approved 
by some one in authority before the actual entry is placed 
upon the journal. This voucher sometimes takes the 
form of a folder or envelope in which all papers relating 
to the entry it supports may be filed. It may be that 
the file of such envelopes, or a loose leaf binder holding 
this memoranda, is considered as the general journal. A 
form of journal voucher to be kept in a loose leaf binder, 
the binder and contents constituting the general journal, 
is as follows: 



Adjusting Entby ok Joitenai, Voucher 



191— 



Entry Made by 


Debit 
Credit 


L.F. 






Approved 











































Folio 


































1 
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Columnar Records of Original Entry 

The rule of debit and credit is in no way restricted 
to the simple journal ; its use is equally effective in con- 
nection with the division of the simple journal, — the cash 
book, the purchase book, the sales book, and the others. 
In the tirst part of this chapter it was shown that the 
actual mechanism of recording transactions is facilitated 
greatly by separating the simple journal into a number 
of separate records, as desired, each such separate record 
being a part of the simple journal kept in separate covers. 
In an earlier lecture it was shown that the separation 
method was carried to the general ledger. On the one 
hand, cash, purchase, and sales transactions were segre- 
gated, and on the other, the parties involved especially 
with purchase and sales transactions were taken out of 
the one ledger in which they were combined with other 
transactions, and grouped into two general classes, each 
class then being kept in a separate ledger, — the creditors' 
ledger for the accounts payable and the customers' ledger 
for the accounts receivable. The remaining accounts 
were retained in the general ledger, and in place of the 
detail accounts therein for customers and creditors con- 
trolling accounts were introduced, one for the customers' 
ledger and one for the creditors ' ledger. 

Columnar books of original entry, books containing a 
series of parallel columns, carry the same titles as the 
books already described, with one or two exceptions, the 
title of each such column being a general ledger account. 
For the purpose of the present discussion, the following 
columnar books of original entry will be considered : 

Purchase book 
Sales book 
Cash book 
Petty cash book 
General journal 
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Columnar Purchase Book 

The purchase book is ruled with a number of columns 
or columnarized for the following reasons : 

1. To effect a saving in posting effort. 

2. To classify purchases into like groups. 

3. To secure totals for the controlling account or 
accounts. 

Instead of the one column for the merchandise purchases 
debit, as formerly, a number of columns are used, one 
each for each class of commodity. The following illus- 
tration will suffice : 



Date 



No. of Invoice 



Accounts Credited 



T..F. 



Total 
Cr. 



Chge. Cash 



Distribution 



A Gds B Gds C Gds 



Freight-In 


Sundries 


Account 


L.F. 


Amount 



Any number of purchases are recorded in the same man- 
ner. When posting, the columns are totaled. Then each 
distribution column total is posted to the general ledger 
as a debit to each purchase account carried, respectively ; 
in this case there are three of them. In order that these 
may have their corresponding credit in the purchase 
record, the "total" colunrn is added. This total amount 
represents the total purchased from all creditors, and the 
total of the charge section is posted to the credit of the 
"creditors' ledger controlling account" on the general 
ledger. Each creditor is credited in his individual ac- 
count in the detail accounts payable ledger with the 
amount opposite his name in the "total" column. The 
sum of all these detail credits necessarily should equal the 
amount posted to the credit of the controlling account. 
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The number of the ledger page on which the creditor's 
account appears in the detail ledger is placed in the 
"L.F." column. 

The columns headed "Sundries" hold miscellaneous 
items purchased infrequently, or those of a class which do 
not warrant having set aside for them a separate column. 
Each account shoAvn therein is posted individually to its 
account on the general ledger as a debit. 

The summary journal entry based upon this columnar 
purchase record, to place the books in balance, would be 
as follows, if expressed in the journal : 

Purchases, Grade A , $^ 

Purchases, Grade B $^ 

Purchases, Grade C $^ 

Freight— In $^ 

Detail accounts 

(purchase) in $(^ 

Sundries section (posted in detail from sales 
book) 

To — Detail Creditor's Accounts ,. .$^ 

(posted in detail from record, and 

in total to controlling account) 

Cash (checked off hereon and 

posted from Cash Book) $<i 

This summary entry may be made in the general jour- 
nal, or at the end of the page in the purchase book, or 
the same result is secured by posting each column from 
the column total as already described just below the form 
given above. 

Columnar Sales Book 

The columnar sales book operates on the same princi- 
ple already described in connection with the columnar pur- 
chase book. Merchandise sales are divided into various 
classifications by setting aside a separate column for each. 
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Instead of one credit column, therefore, there are a num- 
ber of them, the customer in each instance being debited 
with the total amount of his purchase in the "Total Dr." 
column. An illustration of such a record is shown below : 



Date 



No. of 
Bill 



Accounts Debited 



L.F. 



Total 
Dr. 



Charge Cash 



Distribution 



Sales A Sales B Sales C 



The monthly periodical entry, expressed in journal 
form, based upon this columnar record, to place the books 
in balance, would be as follows : 

Cash ( checked off hereon and posted ) ; $(f 

( from cash book ) 

Detail Customers' Accounts (posted from Sales Book) 

( in detail and in total ).. $^ 
(to controlling account) 

To— Sales— A $^ 

Sales— B $(f 

Sales— C U 

Columnar Cash Book 

The columnar cash book is really two records, one for 
receipts and one for payments. The entire record may 
be kept within one cover, or the receipts may be kept 
in one record and the payments in another. The 
columnar form is a duplication of the older and simpler 
form, with additional columns to indicate to which ledger 
the account should be posted. 

The "net cash" column on the debit side shows the 
actual cash received from all sources, less any sales dis- 
counts. The account appearing in the "account" column 
is credited by extending the amount out into the "cus- 
tomer's ledger" column if cash is received from a cus- 
tomer whose account is carried in the books, or into "the 
general ledger" column if the source is other than a 
charge customer. 
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The following form for the receipts side of the cash 
book will suffice : 



Date 



Accounts to be Credited 



L.F. 



Debits 



Net Cash 



Diact. 
on 
Sales 



Credits 



Cust. 
Ledger 



General 
Ledger 



A summary entry, expressed in journal form, to place 
the books in balance would be as follows : 

Cash $^ 

Sales Discount $^ 

To — Detail Customers' Accounts $^ 

(posted in detail; and in) 
(total to controlling account) 

Detail Other Accounts $^ 

(amounts in general ledger column) 

A form for the payment side of the cash book is as 
follows : 



Date 



Accounts to be Debited 



L.F. 



Credits 



Net Cash 



Disct. 
on 
Pur- 
chases 



Debits 



Credit- 
ors' 
Ledger 



Ex- 
pense 



Gen- 
eral 
Ledger 



A summary entry, expressed in journal form, to show 
the working of this side of the cash book would be as fol- 
lows: 

Detail Creditors' Accounts $^ 

(posted in detail; and in) 
(total to controlling ace.) 

Expense (Total of column) $^ 

Detail Other Accounts ( amounts in Gen. ) $^ 

(ledger column ) 

To— Cash $^ 

Purchase Discount H 

Petty Cash Book 

In any business organization it is advisable to deposit 
all cash receipts in bank, so that the bank account will 
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contain a complete record of all cash received. By so 
doing, it is not a difficult matter for an auditor to ascer- 
tain whether or not all the cash received has been prop- 
erly accounted for. Likewise, all payments, as far as 
possible, should be made by check. 

However, in every business certain petty expenditures 
cannot well be paid for by check. They must be paid 
by the actual disbursement of money. To this end, the 
following system should be adopted, which will permit 
all receipts to be deposited intact in bank and all pay- 
ments, when possible, to be made by check. 

A certain round sum of cash, estimated as being suffi- 
cient for petty payments for, say, a week, is drawn from 
the bank by check and the following entry made upon the 
cash book : 



Dr. Petty Cash. 
To — Cash . 



This cash is given over to the cashier who handles petty 
payments, he being held strictly accountable therefor. 
The petty cash account is operated on the ledger and is 
considered as an asset account not to be changed in 
amount except when increasing or decreasing the size of 
the petty fund. As petty expenses are paid, the cashier 
takes a receipt for each one from the receiver, so that at 
all times he has on hand cash plus petty vouchers equal 
in amount to the original amount of the fund. 

When the fund needs replenishing, the petty cashier 
draws up a detailed statement of all amounts paid out, 
accompanying such statement with the petty vouchers 
(receipts) arranged in order. A check is then drawn for 
the actual amount of the expenditures, the cash book 
entry therefor, expressed in journal form, being: 

Various Expense Accounts $^ 

To— Cash U 
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This check is cashed, and its amount is placed in the 
cash drawer, thereby replenishing the fund to its original 
amount. When the fund is discontinued, the entries 
would be : 



Various Expense Accounts (for expenses) . 

Cash 

To — Petty Cash 



In connection with handling petty cash, a petty cash 
record is used, the better to facilitate the expense dis- 
tributions. This record may be auxiliary to the general 
cash book, as the entries above given indicate, or it may 
be used as a book of original entry, postings being made 
to ledger accounts directly therefrom. In either case, it 
records the cash drawer transactions. The record con- 
sists of two parts, one showing receipt of fund and dates, 
and amounts of replenishments, and the other displaying 
the disbursements. Note the following example : 



Receipts 1 


Date 


Explanation 


L.F. 


Total 


Distribution — Debits 


Date 


Amt 








Cr 


Postage 


Carfare 


Office 
Ex- 
pense 


Office 
Sup- 
plies 


Etc. 



The "LF" column would not be necessary unless such 
record is considered as a record of original entry, which 
usually is not the case. 

Columnar General Journal 

When records of original entry are columnarized the 
general journal must not be forgotten. Following out 
the idea set forth above in connection with the purchases, 
sales, and cash books, the general journal should be ruled 
so that the postings therefrom to the controlling accounts 
will be made in total. To this end, the columnarization 
of the journal follows the columnarization adopted for the 
other records, so far as controlling accounts are con- 
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cerned, at least. Following what has been said above, 
the debit and credit columns would be subdivided in each 
instance into columns as follows : 



Debits 


L 
F 


Explanatory 
Detail 


L 

r 


Credits 


Creditors' 
Ledger 


Cus- 
tomers' 
Ledger 


Gen. 
Led- 
ger 




Gen. 
Ledger 


Cus- 
tomers' 
Ledger 


Creditors' 
Ledger 



At the end of each period, these columns are totaled, 
and posted, the posting expressed in journal form being: 

Creditors' Ledger (Individual accounts debited in 
ledger in detail; column total 

debited to controlling account) $(} 

Customers' Ledger (Individual accounts debited 
in detail ledger ; column total 

debited to control ) $^ 

Detail Other Accounts (amounts in general ledger 

column posted in detail ) $^ 

To — Detail Other Accounts (amounts in general 

ledger column posted 

in detail ) $^ 

Customers' Ledger (Individual accounts cred- 
ited in detail ledger; 
column total credited to 

controlling account ) $^ 

Creditors' Ledger (Individual accounts cred- 
ited in detail ledger; col- 
umn total credited to 
controlling account ) $^ 



The various summary entries for the several columnar 
books as shown above, make it possible to secure a com- 
plete trial balance from the general ledger without refer- 
ence to the subsidiary ledgers. This is possible only be- 
cause of the columnar totals making up the summary 
entry. It is these columns which facilitate the book- 
keeper's work by permitting him to eliminate constant 
repetition in journalizing. 

Let it be known in closing, that although summary en- 
tries have been shown in connection with each columnar 
journal, it is not necessary to make them upon the general 
journal, or at the bottom of the last page for a period in 
each such original record ; as a rule they are made direct 



THE JOURNAL AND ITS EXPANSION 347 

from the column totals. The summary entries are pre- 
sented here the better to set forth the application of the 
debit and credit principle to columnar original records. 

Changing from Single to Double Entry : Opening a Set of 
Double Entry Records 

Assume you desire to change the system of a certain 
concern from single entry to double entry. Assume that 
you have taken the inventory, prepared a list of the 
personal accounts upon the ledger, and have prepared a 
statement of assets and liabilities. Open an account 
with notes receivable upon the ledger and debit this 
account with the amount of the notes receivable item from 
the facts shown in the statement; examine the personal 
account with each such debtor to see that the account re- 
ceived proper credit when the note was offered or when 
the draft was accepted. Open a notes payable account 
for notes and drafts accepted by the concern, proceeding 
in a manner similar to the above. 

Open a double entry cash book in such form as the de- 
tails of the business may demand. The cash will take in 
the balances obtained from the banks, while a petty cash 
book will contain the amount to be kept in the drawer. A 
cash account is not always opened in the ledger, cash 
being an asset which, by its very nature and the control 
the bank checking has upon it, can be kept in its own 
particular book alone ; still the opening of a cash account 
in the ledger is advised for reasons already given. 

While it is true that on opening the books no expense 
accounts are found or used, none having been kept under 
a single entry system, nevertheless, start the necessary 
profit and loss accounts, at least by caption, for after your 
departure, a question will arise in the bookkeeper's mind 
as to what account a certain expenditure should be 
charged to, and he will refer to his index as a guide. 
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Your study of the operations of the business will have re- 
vealed just what expense accounts should be kept on the 
ledger to properly tell the story of the firm's income and 
expenditure, such as office salaries, salesmen's salaries, 
advertising, interest, rent, freights, cartage, commission, 
etc. 

The statement of assets and liabilities being prepared 
it is now only necessary to journalize it for posting to the 
new ledger, the form on the new journal being: 

Land 

Buildings 

Machinery and Tools 

Office Furniture and Fixtures 

Stable Account 

Accounts Receiva,ble 

Notes Receivable 

Merchandise 

Cash 

To John Jones, Capital 

John Jones, Capital 

To Mortgage Payable 
Loans 

Accounts Payable 
Notes Payable 

Support these two entries with appropriate data or with 
a reference to the lists of assets and liabilities taken in 
your inventory, distinguished by numbers or letters as 
before indicated. 

Where there are two or more proprietors and their pro- 
portionate shares of ownership of capital and profits are 
in different percentages, a better form of journalizing 
would be as follows : 

Various Assets 

To Capital 



THE JOURNAL AND ITS EXPANSION 349 

Capital 

To Various Liabilities 

Capital 

To Partner A's Present Worth 
" B's " " 

" C's " " 

THe general capital account will be balanced and disap- 
pear, as it was a suspense or temporary account created 
to place the net worth of each proprietor in the several 
capital accounts of the partners, without attempting to 
divide the assets and liabilities up in the proportions of 
each partner's share of both classes of accounts, such 
as A — 50% ; B — 30% ; C — 20%. Moreover on examina- 
tion of the statement of each partner's net profits for the 
period, it may develop that besides their salary these 
partners have made from time to time withdrawals of 
cash or merchandise, but not in the above ratio of their 
proprietorship, which would again indicate that the 
second formula was the better. 

After posting the ledger and taking off the trial bal- 
ance, you may discover that your basis, the statement of 
assets and liabilities, is incorrect in that, with all your 
care, you have omitted several items from the inventory. 
The only thing to do is to make a supplementary journal 
entry with due explanation. Assume you have over- 
looked a horse valued at $200 and a mortgage due by your 
firm calling for $5,000. 

stable $ 200 

To Capital $ 200 

Capital 5.000 

To Mortgage 5,000 

Partner A 2,400 

" B 1.440 

" c 960 

To Capital 4,800 

It may be that, having exhibited the statement with its 
profits for the period, the proprietors will not see the 



350 ACCOUNTING— PEINCIPLES AND PRACTICE 



objections to the single entry method and will tell you to 
' ' simply close the books and we will start the new year in 
the old manner." There is nothing to do then but to 
open a personal account with each partner, debit the ac- 
count with all withdrawals and credit it with his propor- 
tion of the profits and carry the difference between the 
two sides of each personal account to the respective capi- 
tal accounts. The books are closed. Should you prefer 
to carry the profit or loss of each partner directly to the 
capital accounts, it will be equally correct, thus preserv- 
ing the personal accounts for drawings. It remains to 
rule off the merchandise and expense accounts as exhibits, 
should you find such accounts in the ledger ; they are, as 
stated before, mere memoranda. 

Illustrated Set of Transactions 

On December 1, 1919, A. Grocer commences business 
at 918 State Street, Chicago, Illinois, making investment 
as follows, part of which was taken over from his pre- 
decessor: 

Furniture and Fixtures $1,700.00 

Accounts Receivable: 

L. Day 150.25 

R. Souter 125.15 

C. Roberts 240.20 

B. Kernan 35.20 

E. Merton 115.75 

L. Fish 322.45 

H. Larson 30.50 

Notes Receivable, B. Kernan, due December 10. 

Interest at 8% after maturity 125.00 

Inventories : 

Class A goods 5,258.00 

Class B goods 2,190.87 

Cash 500.00 

Notes Payable, M. Condit Co., dated 69 days 

previously for 3 months at 6% 580.40 

Interest accrued to date 6.96 

Accounts Payable: 

H. Gristede Bros 522,50 

Marshall and Son 435.00 

M, Reid & Co 349.75 
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During the month of December the following transac- 
tions took place, same being set out below in totals : 

Cash Sales — Goods A (deposited in bank) $1,975.19 

Cash Sales — Goods B (deposited in bank) 784.67 

Accounts Receivable paid as follows: 

L. Day, $50— Discount $1.00 

R. Souter, $75 — Discount $1.50 

C. Roberts, $100— Discount $2.00 

B. Kernan, $15 

A petty cash fund of $25 was established on Decem- 
ber 1, which is to be replenished whenever low enough to 
require it. 

Checks were written and issued for the following: 

Union Fuel Company, fuel $ 22.50 

Duggan-Exeter Co., sales tickets and account 

books 8.20 

West Bay Land Co., one month's rent 100.00 

E. & L. L. Insurance Co., one year's insurance . . . 24.00 

Cashier for salary 40.00 

P. C. Gas Company 16.81 

Grocer for salary 72.00 

A. Grocer, personal 80.00 

Cash Purchases — A goods 200.00 

Bill owed Reid & Co., discount 7.00 

Purchases on account for the month were : 

H. Gristede Bros.— A goods $592.85 

M. Condit Co.— B Goods 525.50 

Returned to Gristede Bros.- A goods 75.20 

Charge sales for the month were : 

L. Day, A goods $10.75 ; B goods $12.40 
R. Souter, A goods $12.30; B goods $9.40 
C. Roberts, A goods $14.70 

B. Kernan, A goods $9.20 

E. Merton, A goods $15.75; B goods $11.30 
H. Larson, A goods $8.25 
L. Fish, B goods $15 

Petty cash disbursements for the month were made 
in the following order : 

Freight-In, A goods ^^I'^n 

Carfare 2.00 

Freight-In, B goods i^-^» 

Postage Ill 

Towel Service f^-^° 

Telephone ^-^^ 
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Ledger Accounts 

The following ledger accounts are carried on the Gen- 
eral Ledger : 

Assets 

Cash in Bank 

Petty Cash 

Accounts Eeceivable (Controlling Account) 

Notes Receivable 

Inventory — A goods 

Inventory — B goods 

Furniture and Fixtures 

Eeserve for Depreciation of Furniture and 
Fixtures 
Liabilities and Capital 

Accounts Payable (Controlling Account) 

Notes Payable 

A. Grocer, Personal 

A. Grocer, Capital 

Profit and Loss 
Eevenues and Expenses 

Purchases — A goods 

Purchases — B goods 

Sales — A goods 

Sales — B goods 

Trading Account — A goods 

Trading Account — B goods 

Freight, Express, Drayage In — A goods 

Freight, Express, Drayage In — B goods 

Purchase Returns — A goods 

Purchase Returns — B goods 

Salesmen's Salaries 

Advertising Expense 

Expense Supplies 

Sundry Expense 

Carfare 

Rent 

Insurance 

Towel Service 

Office Salaries 

Telephone and Telegraph 
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Cash Short and Over 
Repairs 
Heat and Light 
Interest Earned 
Interest Lost 
Depreciation 
Sales Discount 
Purchase Discount 

General Ledger 

The general ledger for the above transactions is shown 
below. The ledger accounts are placed upon the ledger 
in the order indicated in the classification. 

*** Page 1. 



Date Items Folio Debits Date Items Folio Credits 



Cash in Bank 
1919 1919 

Dee. 1 Investment J 1 $ 500.00 Dec. 31 Cash Book 3 $ 971 97 
31 Cash Book 2 2,995.36 Balance 2,523.39 

$3,495.36 $3,495.36 



1920 
Jan. 1 


Balance $2,523.39 


1919 
Dee. 31 


Petty Cash 
Cash 3 $ 25.00 


1919 
Dec. 1 
31 


Accounts Receivable (Controlling Acct.) 
1919 
Investment J 1 $l,019..5O Dec. 31 Cash Book 2 240.00 
Sales 1 1,019.50 


1919 
Dee. 1 
1919 


Notes Receivable 
Investment J 1 $ 125.00 


Page 2. 


Date 


Items Folio Debits Date Items Folio Credits 


Inventory — Goods A 
1919 
Dec. Investment J 1. $5,258.00 
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Inventory — Goods B 
1919 
Dec. 1 Investment J 1 2,190.87 



1919 
Dec. 1 


Furniture & Fixtures 
Investment J 1 1,700.00 








Reserve Depreciation of F 


. & F. 


Page 3. 


Date 


Items 


Folio Debits Date 


Items 


Folio Credits 


1919 
Dec. 31 
31 


Cash 
Ktd. Pur. 


Accounts Payable 
1919 
3 $ 349.75 Dec. 1 
P 1 75.20 31 


Investment 
Purchases 


J 1 $1,307.85 
P 1 1,118.35 






Notes Pavable 
1919 
Dec. 1 


Investment 


J 1 $ 580.40 


1919 
Dec. 31 


Cash 


A. Grocer, Personal 
3 $ 80.00 










A. Grocer, Capital 
1919 
Dec. 1 


Investment 


J 1 $8,898.16 


Page 4. 


Date 


Items 


Folio Debits Date 


Items 


Folio Credits 






Profit & Loss 




Page 5. 


Date 


Items 


Folio Debits Date 


Items 


Folio Credits 


1919 
Dec. 31 


Sundries 


Purchases — Goods A 
P 1 $ 792.85 






1919 
Dee. 31 


Sundries 


Purchases — Goods B 
P 1 $ 525.50 










Sales — Goods A 
1919 
Dec. 31 


Sundries 


S 1 $2,046.14 






Sales— Goods B 
1919 
Dec. 31 


Sundries 


S 1 $ 832.77 
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Date Items Folio Debits Date Items Folio Credits 



Frt. Express, Drayage In — Goods A 
1919 
Dec. 31 P. C. 1 $ 17.29 



Frt. Express, Drayage In — Goods B 
1919 
Dec. 31 P. C. 1 $ 15.26 



Purchase Returns — Goods A 
1919 
Dec. 31 Accounts Pay. 1 $ 75.20 







Purchase Eeturns — Goods B 


Page 7. 


Date 


Items 


Folio Debits Date Items 


Folio Credits 


1919 
Dec. 31 


Cash 


Salesmen's Salaries 
3 $ 72.00 




Advertising Expense 


Delivery Expense 


1919 
Dec. 31 
31 


Cash 
Cash 


Expense Supplies 

3 $ 22.50 
3 $ 8.50 




1919 
Dec. 31 


Cash 


Sundry Expense 
3 $ 16.81 





Carfare 
1919 
Dec. 31 P. C. 1 $ 2.00 











Page 8. 


Date 


Items 


Folio Debits Date 


Items 


Folio Credits 


1919 
Dec. 31 


Cash 


Eent 
3*$ 100.00 






1919 
Dec. 31 


P. C. 


Postage 
1 $ 1.50 
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Insurance 



1919 
Dec. 31 


Cash 


3 $ 


24.00 




1919 
Dec. 31 


P. C. 


1 $ 


Towel Service 
2.86 




1919 
Dec. 31 


Cash 


3 $ 


Office Salaries 
40.00 




1919 
Dec. 31 


P. C. 


Telephone & Telegraph 
1 $ 1.50 




Repairs 

Heat & Light 

Interest Earned 



Interest Lost 



1919 

Dec. 1 Investment J 1 $ 6.96 









Page 9. 


Date 


Items Folio Debits Date 


Items 


Folio Credits 


Depreciation 


1919 
Dec. 31 


Sales Discount 
Cash Book 2 $ 4.50 







Purchase Discount 
1919 
Dec. 31 Cash 3 $ 7.00 

Accounts Receivable Ledger 

The detail ledger for the accounts payable, controlled 
by the account of accounts receivable upon the general 
ledger, is shown below : 

Page 1. 

Date Items Folio Debits Date Items Folio Credits 

L. Dav 
1919 1919 

Dec. 1 Investment J 1 $ 150.25 Dec. 31 Cash 2 $ 50 00 
31 Sales 1 23.15 . 

E. Souter 
1919 1919 

Dec. 1 Investment J 1 $ 125.15 Dec. 31 Cash 2 $ 75 00 

31 Sales 1 $ 21.70 
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C. Roberts 
1919 1919 



Dec. 1 
31 


Investment J 1 $ 240.20 
Sales 1 14.70 


Dec. 31 


Cash 


2 $ 100.00 


1919 
Dec. 1 
31 


B. Kernan, 
1919 
Investment J 1 $ 35.20 Dec. 31 
Sales 1 $ 9.20 


Cash 


2 15.00 
Page 2. 


Date 


Items Folio Debits 


Date 


Items 


Folio Credits 


1919 
Dec. 1 
31 


E. Merton 

Investment J 1 $ 115.75 
Sales 1 27.05 









L. Fish 


1919 




Dec. 1 


Investment J 1 $ 322.45 


31 


Sales 1 15.00 



H. Larson 
1919 

Dec. 1 Investment J 1 $ 30.50 
31 Sales 1 8.25 

Accounts Payable Ledger 

The detail ledger for the accounts payable, controlled 
by the account of accounts payable upon the general 
ledger, is set out below: 

Page 1. 

Date Items Folio Debits Date Items Folio Credits 

H. Gristede Bros. 
1919 , 1919 

Dec. 31 Pur. Ret. P 1 $ 75.20 Dec. 1 Investment J 1 $ 522.50 

31 Purchases P 1 592.85 

Marshall & Son 
1919 
Dee. 1 Investment J 1 $ 435.60 

M. Reid & Co. 
1919 1919 

Dec. 31 Cash 3 $ 349.75 Dec. 1 Investment J 1 $ 349.75 



M. Condit Co. 
1919 
Dec. 31 Purchases P 1 $ 525.50 
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Cash Book 

The cash, book used for recording the above general 
ledger transactions, should be examined carefully in order 
that its operation may be thoroughly understood. The 
posting folios for totals posted to the general ledger are 
shown by the figures in parentheses, as (3). 

Petty Cash Book 

The petty cash book used in connection with the above 
transactions is shown on page 360. Note the fact that 
instead of transferring totals to the general cash book 
whenever the petty cash fund is replenished, the totals to 
date equal in amount to the replenishment are posted 
direct from the petty cash book to the general ledger, and 
that the amount of each replenishment is checked off on 
the general cash book, not being posted therefrom except 
as it affects the cash account. This is a variation from 
the general procedure as illustrated in the discussion of 
petty cash. 

Purchases Book 

The purchase book provides for recording cash pur- 
chases as well as purchases on account. Eeturned pur- 
chases are entered in the purchase book in red ink, a verj 
prevalent custom. The entries for the general ledger 
are summarized at the end of the month as indicated. 

Sales Book 

The sales book, also, provides for recording cash sales 
therein instead of in the cash book, such procedure en- 
abling all sales to be shown in one place, instead of in two 
places as where postings therefor are made from the cash 
book. Entries for the general ledger are indicated in 
summary form. Returned sales are handled in this form 
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in a manner similar to that in which returned purchases 
are recorded in the purchase book. 



Saj^s Book 



Page 1. 
Month of December, i919 







L 


Total 


Dr. 
Accounts 
Receiv- 
able 


Cr. 


Day 


Accnt. Sales 


Cash Sales 




A 


B 


A 


B 


31 


Cash Sales 


V 


$2,759.86 








$1,975.19 


$784.07 




L. Day 


1 


23.15 


$23.15 


$10.75 


$12.40 








K. Souter 


1 


21.70 


21.70 


12.30 


9.40 








C. Roberts 


1 


14.70 


14.70 


14.70 










B. Kernan 


1 


9.20 


9.20 


9.20 










E. Merton 


2 


27.05 


27.05 


15.75 


11.30 








H. Larson 


2 


8.25 


8.25 


8.25 










L. Fish 
Summary : 


2 


15.00 


15.00 




15.00 










$2,878.91 


$119.05 


$70.95 


$48.10 


$1,975.19 


$784.67 




















Dr. Cash 


















(Per 
















Cash 


















Book) 


V 


M.2,759.86 














Accnts. 


















Receiv- 


















abh' 


1 


119.05 














Cr. Sales- 


















Goods A 


5 




$2,046.14 












Sales- 


















Goods B 


5 




832.77 











General Journal 

The form of general journal used is verv common, 
providing for the easy securing of totals which are to 
be posted to the controlling accounts of accounts receiv- 
able and accounts payable. 

Trial Balances 

A trial balance of the general ledger, after entry 
therein of the indicated transactions, would appear as 
follows : 
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Tbial Balance, Decemher 31, 1919 
^ (Before adjusting) 

1 Cash in Bank $ 2,523.39 

1 Petty Cash 25.00 

1 Accounts Receivable (controlling acct. ) 898.55 

1 Notes Receivable . 125.00 

2 Inventory — A goods 5,258.00 

2 Inventory — B goods 2,190.87 

2 Furniture and Fixtures 1,700.00 

3 Accounts Payable (controlling account) $ 2,001.25 

3 Notes Payable 580.40 

3 A. Grocer, Personal 80.00 

3 A. Grocer, Capital 8,898.16 

5 Purchases — A goods 792.85 

5 Purchases — B goods 525.50 

5 Sales— A goods 2,046.14 

5 Sales— B goods 832.77 

6 Freight, Express, Drayage In — A goods 17.29 

6 Freight, Express, Drayage In — B goods 15.26 

6 Purchase Returns, A goods 75.20 

7 Salesmen's Salaries 72.00 

7 Expense Supplies 31.00 

7 Sundry Expense 16.81 

7 Carfare 2.00 

8 Rent 100.00 

8 Postage 1.50 

8 Insurance 24.00 

8 Towel Service 2.86 

8 Office Salaries 40.00 

8 Telephone and Telegraph 1.50 

8 Interest Lost 6.96 

8 Sales Discount 4.50 

9 Purchase Discount 7.00 

$14,447.88 $14,447.88 



A trial balance of the accounts receivable ledger, or 
abstract as it is sometimes called, is given below. The 
total thereof, a debit balance, is seen to be in agreement 
with the controlling account as carried in the general 
ledger. 

L. Day $123.40 

R. Souter 71.85 

C. Roberts 154.90 

B. Kernan 29.40 

E. Merton 142.80 

L. Fish 337.45 

H. Larson 38.75 

Total, per general ledger $898.55 
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A trial balance, or abstract, of the accounts payable 
ledger would be as follows : 

H. Gristede Bros $1,040.15 

Marshall & Son 435.60 

M. Condit & Co 525.50 

Total, per general ledger $2,001.25 

-I 

Conclusion 

There is need for more complete and comprehensive 
business information than at present exists. At present, 
there is a woeful lack of system in recording, compiling, 
and correlating financial data on the part of many busi- 
ness concerns. In fact, when the Federal Trade Com- 
mission at one time sent every manufacturer in the coun- 
try a questionnaire and schedule asking for certain finan- 
cial information, great numbers did not reply at all, and 
of those who did reply only about 30% sent information 
in such shape that it could be used. 

The work covered in this course, when understood, 
ought to enable one of average mentality to comprehend 
and apply the principles of double entry in connection 
with any set of accounting records with which he may 
come in contact. The principles covered underlie the 
practical operation of all accounting systems. 

A volume of material has been presented in this course 
— the chapters plus the questions on accounting theory, 
plus the problems on accounting practice. Constant re- 
view of the principles presented is advised to the point 
that eventually these principles will be, so to speak, on 
the ends of one's fingers. 

Course No. 2 is concerned primarily with the con- 
struction of accounting systems, as Course No. 1 is con- 
cerned principally with the operation of accounting sys- 
tems. Upon a thorough understanding of Course No. 1, 
the foundation of the science, one is enabled to build 
solidly his future success as an accountant. 



COUESE I 
CHAPTEE I 

QuESTIOOSrS AND PROBLEMS 
15 QUESTIONS 
3 PROBLEMS 

1. Define the following: wealth, property, value, price, money, assets, 

liabilities, capital. 

2. Distinguish between capital in the accounting sense and in the 

economic sense ( C. P. A. ) . 

3. Najne five classifications of assets and two of liabilities. 

4. (a) What is the first step in determining the starting point for a, 

system of accounts? 
(b) Define and distinguish between: Balance sheet and statement of 
assets and liabilities and statement of aff'airs. (C. P. A.) 

5. (a) State the two customary forms of the proprietorship equation, 
(b) What is net worth? 

6. Distinguish between a sole proprietorship, a partnership and a corpora- 

tion, pointing out the advantages and disadvantages of conducting 
a business under any one of them. 

7. What is meant by "surplus" in corporate accounting? 

8. Distinguish the legal form of a business organization from its work- 

ing form. 

9. Why and how is accounting so closely related to economics and law? 

10. What persons are interested in a typical business enterprise? Of what 

does such interest consist? 

11. Define Auditing, Accounting, Bookkeeping, and show the relation of 

each to the others. ( C. P. A. ) 

12. State and explain the two principal purposes for which accounts are 

kept. (C. P. A.) 

13. State the principles that underlie the mechanism of the statement of 

resources and show their application. (C. P. A.) 

14. Oscar Ode, who is engaged in the furniture business, has liabilities 

equal in amount to three-fifths of his assets. His capital amounts 
to S7,966. What is the total of his assets? 

15. The manager of a certain trading company hands you the following 

list of the company's spheres of office clerical work, the heads of 
which are directly responsible to the manager for the conduct of 
their particular portions of the work. The list given is partial, 
but fully covers all of the company's work as relates to its accounts : 
order clerks, invoice clerks, staff auditor, collectors, wages clerk, 
cashier, estimating clerks, bookkeepers, professional auditor, pay 
clerk, prime cost clerks, accountant, manager. You are asked to 
rearrange these various items into chart form, dividing them into 
whatever groups (working) you deem best, and showing whatever 
lines of authority and responsibility you think proper. 

36T 
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Problem 1 

Prepare a statement properly named to show at the beginning of the 
calendar year 19 — , the financial condition of Harry Rogers, who owned 
property as follows: merchandise in stock, $10,385.36; furniture and fix- 
tures, $718; cash on hand, $19.32; Ford delivery wagon, $235; horses and 
wagons, $550; cash on deposit, in the First Second National Bank, $732.96. 
He owed the following: debts on open account, $1,393.67; debts represented 
by notes held by creditors, $919. 

Prepare the same sort of a statement assuming that Harry Rogers was 
joined in partnership by Walter Lock, the latter having invested in the 
enterprise the following: cash in hand, $99.99; cash in bank, $999.09; 
stock of merchandise, $717.07; and who had debts outstanding in favor 
of creditors in the amount of $350. 

Prepare the same sort of statement assuming that the firm was incor- 
porated as the Rogers Trading Company. Use the figures given in the 
first paragraph above. The corporation was capitalized at $10,000. 

Pboblem 2 

The following facts have been gleaned from the books and miscellaneous 
records of a certain single proprietorship business. From them prepare an 
opening financial statement. 

Insurance unexpired $ 219 

Accounts payable 1,400 

Purchases of merchandise on hand 57,000 

Wages accrued, due employees 100 

Automobile supplies on hand 465 

Rents due but uncollected, in favor of business 2,000 

Store and office equipment 1,300 

Advertising paid in advance, unconsumed 400 

Notes payable 3,000 

Postage stamps on hand 45 

Cash in bank and on hand 3,300 

Store supplies on hand 150 

Garage 700 

Accounts Receivable 7,000 

Taxes paid, unexpired 150 

Claim against insurance company, adjusted but unpaid 435 

Automobile trucks 2,500 

Rent due from us unpaid 400 

Stationery on hand 120 

Land 6,000 

Buildings 20,000 

Problem 3 

The Retail Grain Company, George Roberts, president, has the follow- 
ing as some of its ledger accounts. Select the proper ones, and with them 
construct a statement of financial position. 

Cash $ 1,411 

Accounts receivable 29,202 

Notes receivable 4,301 

Interest accrued on notes receivable 103 

Merchandise on hand 55,031 

Real estate (cost) 42,000 

Machinery (cost) 5,917 
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Horse and wagon ( cost ) 600 

Office equipment 717 

Insurance premiums prepaid 50 

Interest prepaid by customers on notes receivable 

not due 90 

Accounts payable 16 646 

Notes payable 14^466 

Mortgage payable ......[..'. 30^000 

Taxes accrued 225 

Interest accrued on mortgage payable 300 

Capital stock, common 20,000 

Capital stock, preferred 10,000 

Clerk hire '520 

Telephone and telegrams 40 

Loss on accounts receivable 782 

Mill labor 1 010 

Heat and light '67 

If you were the credit manager of a bank from which the management of 
this corporation desired to secure a loan, how much credit would you 
recommend if you knew the manaa;ement was in the hands of capable men 
whose character was unquestionable? 

CHAPTEE II 

Questions and Probuems 
15 questions 
3 problems 

1. Etefine the following: comparison; single entry bookkeeping; compara- 

tive financial statement. 

2. Does a comparative financial statement show the cause or the manner 

of the change in proprietorship? 

3. Is the comparative financial statement of any use when books are kept 

on the double entry plan ? 

4. Enumerate the principles of single entry bookkeeping. 

5. Of what records does a single entry set of records consist? What ac- 

counts usually are kept in the ledger? 

6. Can books kept under the single entry system be made so highly 

analytical as to permit the preparation of financial statements? If 
so, how? If not, why not? (C. P. A.) 

7. Explain the effect of debit and credit entries in single entry books. 

8. Reduce the single entry system to a few accounting equations that 

will embody all its basic principles. (C. P. A.) 

9. Describe the proof of posting method used in testing the accuracy of 

the ledger in single entry. (C. P. A.) 

10. What four different relationships between the assets and liabilities 

may develop a profit? 

11. What relationships between the assets and liabilities of an enterprise 

miay develop a loss? 

12. State how the profit and loss of a business should be ascertained under 

each method (single entry and double entry). (C. P. A.) 

13. How should one treat a capital contribution and a withdrawal in 

determining the net profit or loss result when books have been kept 
by single entry? 
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14. What important features of a business are shown by double entry 

bookkeeping that single entry cannot show? Explain clearly. 
Mention a business in which 

(a) Single entry would be admissible. 

(b) Double entry would be used. (C. P. A.) 

15. What is the course to pursue in the conversion of single entry to 

double entry? (C. P. A.) 



Problem 1 

The balance sheet of a joint stock company, January 1, 1897, shows the 
following state of affairs: 

Capital stock $200,000 Real estate $ 50,000 

Creditors, open accounts.. 16,000 Plant and machinery.... 85,000 

Bills payable 30,000 Horses and wagons 15,000 

Profit and loss account. . . 30,500 Patents and goodwill 20,500 

Inventory 49,000 

Accounts receivable 35,000 

Cash in bank 22,000 



$276,500 



$276,500 



A year later, January 1, 1898, after an audit of the books and accoimts, 
the balance sheet stands as follows: 

Capital stock $200,000 Real estate $ 52,000 

Creditors, open accounts . . 17,000 Plant and machinery 

Mortgage 25,000 Bal., Jan. 1, '97. .$85,000 

Profit and loss account: Less-Depreciation 8,500 76,500 

Balance last year .$30,500 

Profit this year . 23,400 53,900 Horses and wagons : 

Bal., Jan. 1, '97... $15,000 

Less-Depreciation 2,250 12,750 

Patents and goodwill 20,500 

Inventory 65,000 

Accounts receivable 33,000 

Agency Investment 15,000 

Cash in bank 21,150 



$295,900 



$295,900 



From the foregoing it will be seen that for the year a net profit of $23,400 
has been earned, while the accounts receivable are smaller, and the cash 
balance on hand is less than at the beginning of the year, though no 
dividend has in the meantime been paid. Prepare account showing 
what has become of the profits earned. (C. P. A.) 



Problem 2 

The assets and liabilities of the firm of Stone & Webster at June 30, 1918, 
were as follows ; the books were kept by single entry : 



Land $ 5,000 

Machinery 18,000 

Mdse. on hand 29,000 



Buildings $12,000 

Misc. Equipment 4,000 

Debtors' accounts 18,000 
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Owed for purchases 7,500 Notes receivable 3,500 

Overdrafts 5,000 Capital, Stone 37,000 

Capital, Webster 40,000 

One year later, the following data were abstracted from various sources : 

Land $ 6,500 Buildings $12,000 

Office furniture 1,500 Misc. Equipment 6,000 

Machinery 19,500 Mdse. on hand 35,000 

Customers' accounts 17,000 Creditors' accounts 18,500 

Notes receivable 5,500 Overdrafts 4,000 

Withdrawals, Stone 2,000 Withdrawals, Webster 3,000 

Required : 

1. Profit or loss for the year ended June 30, 1919. 

2. Capital accounts of Stone & Webster : 

Sharing of profits and losses: 
Stone Va 
Webster 2/3 

3. Schedule of entries to be placed upon the ledger to open same in 

double entry. 

Problem 3 

You are asked to prepare an account showing the profit earned by a con- 
cern for a certain period. The books have been kept by single entry 
and you gather from them the following: 

Capital $19,360, Cash, $2,600, Accounts receivable, 15,600, Mer- 
chandise $10,400, Fixtures $1,050, Accounts payable $3,850, 
Bills payable $5,000, Merchandise used by the proprietor $800. 
The capital above set out is the balance of the account after $1,500 with- 
drawn during the period and $1,200 for salary have been charged up 
against it. (C. P. A.) 

CHAPTER III 

Questions and Problems 
15 questions 
2 problems 

1. Define the following: account (ledger), barter, interest, deficiency, 

accounting period. 

2. What is the ledger? What is its purpose in account keeping? 

3. What major principle governs the selection of an account title? 

4. What is meant by "the balance of an account" ? 

5. Describe the two sections of the account, as to title, the various columns 

and their use. 

6. What is meant by "an account in balance"? 

7. Is capital invested in a business a liability? (C. P. A.) 

8. Define debit, credit, debtor, creditor. State the general law, growing 

out of the relationship of debtor and creditor, that governs double 
entry bookkeeping. What is the result of a debit entry? Of a 
credit entry? (C. P. A.) 

9. What various meanings may an entry in a ledger account have on 

(a) the debit side? 

(b) the credit side? (C. P. A.) 
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10. Will a ledger be in equilibrium if certain classes of transactions are 

entered therein in totals, and other classes are entered therein in 
detail? 

1 1 . Certain accounts always show a debit balance and certain others always 

show a credit balance, if any difference exists between the two sides. 
Name six of them and show which side will be the larger. 

12. State what is indicated by each of the following ledger accounts, 

(a) when the account shows a debit balance, (b) when the account 
shows a credit balance: loss and gain, merchandise, customers' 
ledger, purchase ledger, Chicago branch or agency, insurance, rent, 
interest, commission. Explain fully. (C. P. A.) 

13. Set up a ledger account with A. Baldwin, and record therein the fol- 

lowing items. Then balance and rule up the account. 

1. You sold him merchandise on account, $525 

2. You loaned him cash, $100 

3. You purchased merchandise of Baldwin, $200 

4. You received from him a 10-day note on account, $300 

5. You purchased merchandise of him for $350, on account 

6. You paid him cash on account, $375 

7. You gave Baldwin a 5-day note on account, $540 

8. Baldwin worked for you 3 days for $15, the amount earned 

to apply on account 

9. You received from Baldwin cash on account, $330 
10. You sold him merchandise on account, $410 

14. Set out in the form of a schedule, the debit and credit entries for the 

following transactions : 

1. Paid cash for rent of store in advance, $100 

2. Purchased coal for $75, of Durkee & Sons, giving them a 

check for $50 on account 

3. Paid cash for a set of account books, $25 

4. A counterfeit $10 note was found in the cash register 

5. Bought ofKee furniture on account from the Office Equip- 

ment Company, $200 

6. Gave the OfiBce Equipment Company an old counter to apply 

on account, $20 

7. Paid the following bills in cash: gas, $15; taxes, $55; 

electric light, $10; water tax, $6 

8. Donated $25 to the K.C. war fund 

9. Goods were damaged to the extent of $75. Later, the 

damaged goods were sold for $40 
10. Cash drawer was short for the day, $2.50 

15. Show how the proprietor's account, under the theory of single entry, 

may be so kept that in a small business where the cost of the goods 
is easily determined, the net worth of the business may be known at 
any time. (C. P. A.) 

Problem 1 

f^n a form such as is shown in the chapter, arranged in conformity to the 
basic accounting equation, and containing as many pairs of columns as 
may be necessary, enter the following transactions. When completed, 
see that the total debits equal the total credits. 

1. Invested cash $500, and merchandise $700 

2. Purchased merchandise on account from Black, $340 

3. Sold merchandise for cash, $140.60 

4. Paid cash for office expenses, $34.85 
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5. Sold merchandise to Jones, $235. Received in part pay- 

ment, $100 

6. Bought merchandise from Lewis, $185.25. Gave him a 60-day 

note for $100, and cash for the balance 

7. Paid rent of store, $125 

8. Took merchandise out of the store for private use, $74.50 

9. Sold merchandise for cash, $350 

10. Purchased merchandise for cash, $210 

11. Paid Black on account, $150, and ordered merchandise from 

him for $280, giving a $200 note in part payment therefor. 

12. Sold merchandise to Liggett on account, $195. Received from 

him in part payment a note on Smith for $85. 

13. Sold merchandise for cash, $111.90, and paid e.xpenses in cash, 

$82.75 

14. Paid salaries, $145. Sold merchandise for cash, $81.85 

15. Purchased merchandise of Stewart on account, $129.30. Gave 

$50 check on account 

16. Sold merchandise to Long on account, $385. Received in part 

payment cash, $100, and note of Zucher for $150 

17. Sold merchandise for cash, $178.20 

18. Received from Jones 15 day note to balance account. Gave 

note to Black on account, $270 

19. Paid office expenses, $38. Paid for load of coal, $75 

20. Sold merchandise for cash, $191. Drew cash, $100, and mer- 

chandise, $68.70 for private use 

Problem 2. 
On August 1, 19 , H. Jones' books showed the following: 

Assets : 

Cash $5,046 

Merchandise 6,802 

Due from G. Bennett 300 

Due from J. Franz 1,200 

Notes Receivable 1,915 

Liabilities : 

Due to H. Dunn 800 

Due to M. Jay 950 

Due to D. Bart 925 

Due to B Moore 1,200 

Notes Payable 2,700 

During the month of August, the following transactions took place: 

2. Paid B. Moore on account, $600 

3. Sold G. Alton on his 10 day note, with interest, merchandise, 

$300 

4. Paid gas bill in cash, $6 

5. Gave D. Bart a 15 day note in full of account, $925 

6. Paid note due; face of note, $1,050, interest, $2.63 

7. Bought of J. Curry, merchandise, $600. Paid him cash, $200; 

balance on a/c 

8. Received from J. Franz, in full of account, cash, $800, and his 

60 day note for $400 

9. Received cash for a note plus interest; face of note, 

interest, $1.86 
10. Sold G. Bennett on account, merchandise, $975 
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11. Paid a note in cash, $300 

12. Received cash of T. James for a note, $397.50 

13. Sold C. Colby merchandise, $1,285; received cash, $785, and 

note for balance 

14. Paid H. Dunn cash on account, $400 

15. Received cash from C. Anton for his note; face of note, $300 

16. Bought a safe for office use, $475 

17. Bought of G. Galley, merchandise, $600; paid cash, $300, and 

gave a 60 day note for the balance 

18. Sold J. Franz merchandise, $311.25 

19. Paid a note due to-day; face of note, $925, interest, $2 

20. C. Colby prepaid his note of the 13th, in cash; face of note, 

$500 

Required : 

Schedule of debit and credit entries for the above. 
If desired, entries may be placed on a form similar to that required 
for the solution of problem 1 in this chapter. 

CHAPTEE IV 

Questions and Problems 
15 questions 
3 problems 

1. (a) What is the meaning of the term "perpetual inventory"? 

. (b) What, if any, are the advantages of carrying a perpetual inventory? 
(c) What, if any, are its imperfections? (C. P. A.) 

2. A book inventory produced by charging goods received and crediting 

goods issued, is found to be $11,000 short of an actual physical in- 
ventory. How would you treat such difference in determining the 
profit or loss of the concern? (C. P. A.) 

3. In examining a business to determine and show separately the profits 

for two years ending December 31, 1907, it was found that an item 
amounting to $500 has been omitted from the inventory of December 
31, 1905, that an error has been made in the footing of the inven- 
tory of December 31, 1906, by which that inventory was overstated to 
the amount of $250, and that in pricing the inventory of December 
31, 1907, an error was made by which that inventory was under- 
stated to the amount of $1,000. State fully the effect of these 
errors on the profits of the two years. (C. P. A.) 

4. In valuing for inventory should such items as rent, interest, insurance, 

salaries and expenses of management ever be included, and if so, 
under what circumstances? (C. P. A.) 

5. Admitting that, in making up an inventory, the most approved method 

is to value the goods at cost price, can you state any instance where 
it would be permissible to extend the values at market price? 
(C. P. A.) 

6. In closing its books at the end of a fiscal year, the Juniper Lumber 

Company inventoried all its lumber at nmrket prices. Is such 
treatment of the matter correct? State your reasons fully. 
(C. P. A.) 

7. (a) By what three methods may the cost of merchandise sold be de- 

termined ? 
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(b) Find the average cost of the following: 

( 1 ) 890 gallons oil @ 28# 
430 gallons oil @ 31# 

What is the weighted average? 

(2) 313 gallons oil @ 26# 
514 gallons oil @ 26# 

Is this average a weighted average? 

8. An inventory of a going concern, taken under your supervision and 

direction and requiring two weeks to complete, is commenced one 
week prior to the close of the fiscal period under review. How 
would you instruct, as to 

(a) the general care and custody of stock under inventory 

(b) the recording of incoming and outgoing goods during 

stock taking? (C. P. A.) 

9. Suggest one or more plans by which an inventory (of goods) may be 

corroborated or impeached. (C. P. A.) 

10. What should be the procedure in stating the value of stock on hand 

at the time of a fire, the financial books being intact and showing 
the amount of an inventory taken four month previous to the fire? 

(C. P. A.) '^ 

(The books in this case were not kept so as to show a perpetual- 
inventory) 

11. George Allan in charge of your branch store at Philadelphia sends a 

report to you at the end of a certain year, in part which shows as 
follows : 

Sales for the year $102,316 

Purchases for the year 85,402 

Gross profit for the year 22,195 

You examine your previous records in this connection and find that 
at the beginning of this year there were on hand goods valued at 
$31,350, and that the average cost of sales for the last five years 
has been 69.2% of the sales. What deductions do you make? 

12. Describe the ordinary merchandise account and state its purpose. 

Does it fully accomplish the purpose desired? Give reasons for 
your answers. (C. P. A.) 

13. Purchases, sales, returns and allowances are frequently posted (en- 

tered) in common to an account called Merchandise. Describe fully 
the limitations of an account so kept, and suggest, with reasons in 
support thereof, an improved method of keeping records of such 
transactions. (C. P. A.) 

14. State how it (merchandise account) should be used in (a) a jobbing 

or wholesale grocery business, (b) department store, such as that of 
Wanamaker or of Siegel-Cooper Co., (c) a manufacturing concern 
making agricultural implements. (C. P. A.) 

15. Jones sold Smith a refrigerator for $50, on the "installment plan," he 

paying $10 as first payment, leaving a balance of $40 unpaid. The 
cost of this refrigerator to Jones was $25 in all. Upon receipt of 
the article, Jones debited merchandise account with $25 and when 
he sold it the merchandise account was credited with the $50. 
After Smith had used the refrigerator for a couple of months, he 
returned it to Jones, somewhat the worse for wear. Upon the re- 
turn, Jones balanced Smith's account by crediting him for the bal- 
ance due, $40, and charged the merchandise account with $40. 
When the inventory was taken, this refrigerator was valued at $25. 
What criticisms do you oflFer as to methods of bookkeeping? 
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Peoblem 1 

By analysis the debit side of a merchandise account shows purchases 
$60,000, returns to us $4,000, entries offsetting errors in sales exten- 
sions $2,000, trade discounts to customers $13,500, balance profit 
$27,000; the credit side shows sales $90,000, returns by us $5,000, 
allowances to us $1,500, inventory at close of year $10,000. Suggest 
such changes in the method of recording the foregoing statement as 
would readily show 

(a) Net amount of purchases 

(b) Net amount of sales 

(c) Percentage of profit 

(C. P. A.) 

Pboblem 2 

You are instructed to make an examination of a business for the purpose 
of preparing a statement of assets and liabilities as of December 31, 
1913. The inventory was taken on January 10, 1914, and amounted 
at that time to $7,689.25. The sales billed between December 31 and 
January 10 amounted to $945, but you discover that $300 worth of 
these goods had been shipped, and therefore should have been billed, 
before December 31. The goods received between December 31 and 
January 10 cost $678.25. The average gross profit of this concern is 
25% above cost. 

Calculate the inventory as of December 31. (C. P. A.) 

Pkoblem 3 

Ira Perkins and George Daly are equal partners in a trading enterprise. 

On the night of September 10, their stock and fixtures were destroyed 

by fire. An abstract of their ledger as of August 31, which they had 

■ in a. safe deposit box showed the condition of their ledger accounts to 

be as follows: 

Debits Credits 

Ira Perkins $ 500.00 f 7,625.00 

George Daly 500.00 7,625.00 

Cash 3,205.00 

Fixtures 1,400.00 

Merchandising Purchases 33,400.00 

Merchandise Sales 25,100.00 

Notes Receivable 1,400.00 

Notes Payable 2,102.00 

Interest 150.00 52.00 

Expense 810.00 

Customers 4,700.00 

Creditors 3,561.00 

$46,065.00 $46,065.00 



The property is fully covered by insurance. For the purpose of estimating 
the value of the merchandise destroyed, the insurance company agreed 
to allow 43% as the average gross gain on the sales and to pay 
66 2/3% on the ledger value of the fixtures. 

With this agreement as the basis, set out the result of the business and the 
capital of each partner. 
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CHAPTER V 

Questions and Problems 
15 questions 
3 problems 

1. In your own language give a short description of the philosophy and 

the fundamental principles underlying any system of accounts based 
on theories of double entry bookkeeping. ( C. P. A. ) 

2. Define the following terms as applied to accounts: personal, real, 

nominal, resources, liability. Mention two real and three nominal 
accounts. (C. P. A.) 

3. Define the following: 

(a) Property account 

(b) Personal and Impersonal accounts 

(c) Current assets and liabilities 

(d) Fixed or capital assets and liabilities 

4. What is the relation of nominal accounts to real accounts? How do 

these accounts fulfill the purpose for which they are created? 
(C. P. A.) 

5. Mention the different classes into which accounts are usually divided. 

Give the names of the principal accounts of each class. Mention 
the principal accounts common to mercantile bookkeeping and state 
the purpose of each. (C. iP. A.) 

6. What is the result of a debit entry? Of a credit entry? Illustrate in 

case of an account of each of the following classes: (a) personal, 
(b) real, (c) nominal. (C. P. A.) 

7. What debits and credits should be made in double entry bookkeeping 

to record the purchase of a bill of goods on credit and the later 
settlement of the account in cash? 

8. A bill of goods is sold on credit. Later, the customer sends in his 

note in payment which is accepted. Subsequently, the customer 
pays this note. Suppose that, when the customer sends in the note 
he is allowed a 2% sales discount. What entries would you make 
in a double entry ledger for the foregoing? 

9. State the comprehensive general rule for — debiting and crediting ac- 

counts. Write the entries of the following transactions and ex- 
plain the application of the rule to each debit and credit: Yon 
receive from A. Truman, administrator of an estate of which you 
are legatee, full titles to property as follows: warehouse on Bond 
St. valued at $175,000, mortgaged to Ironclad Trust Co. for $18,000; 
suburban residence valued at $8,000; 100 shares Tecla Electric Co., 
par value $100 a share. Three days later you convey the residence 
as a gift to your daughter. (C. P. A.) 

10. After due foreclosure proceedings A sells for $20,000 the land and 

buildings mortgaged to him by B, to whom he has loaned $26,000. 
There is no question about the regularity of the sale, the loss being 
due to a drop in the real estate values. The property sold is lo- 
cated in Westchester county and the mortgage is recorded in White 
Plains, N. Y. . . . (Make the entries for) the transaction on the 
books of A. (0. P. A.) 

11. Albert & Company carry an account upon their books with Donald & 

Company. The transactions during the month of August were as 
follows : 

1. Credit balance, August 1, $1,732 
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2. Purchase August 4, from Donald & Co., $3,330 

3. Returned purchases, August 6, of goods of August 4, $205 

4. Sale to Donald & Co., August 15, $1,555 

5. Allowance made on August 21, to Donald & Co., on account of 

sale of August 15, $198 

6. Check sent to Donald & Co., August 26, $1,975 

Set up the account as it would appear on the books of Albert & Co., 
bringing down the balance as of the last of the month. Where 
would you place this account upon the balance sheet? 

12. Define the following: 

1. Account current 

2. Division of labor 

13. What is meant by a system of internal check? 

14. Describe the process of changing single entry books to double entry. 

What additional accounts are required? Is it necessary to disturb 
any accounts already opened in the ledger ? Or to keep such accounts 
differently after the change? (C. P. A.) 

15. You are asked to test the correctness of a set of books kept by single 

entry by applying the double entry system to the entries made. 
What would you do, without writing a new set of books? 
Take as a. basis the following ledger accounts: 

JOHN DOE 

Dr Cr 
1005 1905 

Jan. 2 Balance $1,000.00 Feb. 2 Cash $ 600.00 

20 Merchandise 500.00 2 Discount 12.00 

2 Returns 400.00 

RICHARD DOE 

1905 1905 

Jan. 25 Freight Charges $ 200.00 Jan. 20 Merchandise $2,000.00 

Feb. 2 Acceptance 1,500.00 (C. P. A.) 

2 Merchandise Rtd. 300.00 

Peoblem 1 

Prepare a schedule of debit and credit entries for the following: 

1. We receive goods purchased from the Western Mfg. Co. amounting to 

$456.90. The goods are billed at 5/10/30 with 1% additional for 
spot cash. We pay the bill immediately with a check for the full 
amount due. 

2. We receive from Tokay & Brown a Chicago bank draft for $534.89 in 

paymt'nt of their acceptance of September 23, in our favor. 

3. Our real estate agent, I. Marx, having collected rents from the various 

tenants in our building, 40 Waverly St., amounting to $755, sends 
a check therefor less his commission of 5%. 

4. Our note, in favor of the Gristede Grocery Co., for $600, has matured 

with accrued interest amounting to $5. We pay the interest with 
our check and renew the note for 60 days. 

5. We remit to Williams & Stern, Albany, N. Y., a N. \. draft for $435 

in payment of our acceptance of August 5, in their favor. The 
bank charged us 1% exchange for issuing the draft. 

6. H. Keller, who owes us $356.80, has filed a petition in voluntary bank- 

ruptcy, and is able to pay his creditors only 15c on the dollar. He 
sends us a check for the amount due us under this arrangement. 
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7. We drew a 10 day sight draft upon A. Gillam in favor of S. Rowe for 

$342.56. Mr. Gillam accepted the draft. 

8. T. Warren, a partner, is allowed to withdraw $5,000 of his capital and 

receives the firm's 60 day note for the amount. 

9. We sell to G. Bentley merchandise amounting to $2,890. In payment 

of the bill Bentley sends us our own note, drawn in favor of B. 
White, for $1,900 with interest accrued on the same amounting to 
$28.50. The balance of the account was settled by a, certificate of 
deposit. 

10. C. Nichols asks us to allow him credit on a recent purchase for $400. 

Goods to that amount were damaged in transit. 

11. The check of S. Hall which we deposited yesterday has been returned 

to us marked N. S. F. We give the bank a check for $502.50 in 
payment of the check of $500 and the protest fees of $2.50. 

12. M. Cohn, a lawyer retained by the firm to conduct recent litigation, 
V presents his bill for $235. He is credited for the balance of his 

store account to date, $75.45, and we send him a check for the 
balance. 
IS. We need cash and we offer to P. Coe our sight draft on N. Short for 
$2,400. Coe purchases the same and charges us 2%% discount. 

14. We pay the Cobb Hardware Co. bill of $347, receiving a discount of 5%. 

15. Thieves stole $53.90 from the cash register and stamps amounting to 

$450. 

Pkoblem 2 

1. A gives B a sight draft asking C to pay to B, and C pays it to B. 

Give entries for A, B, and C. 

2. B owes A. A asks B if he (A) could draw a sight draft on B. B ac- 

cepts it. A prepares It and takes it to the bank for collection. 
Later, B pays the bank. Give entries of A and B. 

3. A buys a bank draft and indorses it: "Pay to the order of B," signed 

A, and sends it to B. Give the entries of A and B. 

4. A gives B a time draft, asking C to pay to B, and when the draft is 

presented to C by B for acceptance, C writes "Accepted C" across 
the face of it in red ink, and returns it to B. C is bound to pay the 
note, it being to him a note payable; to B it is a note receivable. 
Give the entries for A, B, and C. 

5. B owes A. A drew a time draft upon B, which B accepts. Give the 

entries. 

6. Suppose that in case 4 above, C does not accept the draft. What are 

the entries for A, B, and C ? 

Peoblem 3 

A certain ledger shows in part the following accounts which as to entries 
made therein are related one to the other. Enumerate in order the 
transactions which it may be assumed gave rise to the entries in the 
accounts presented. Accept the fact that the entries in these accounts 
have been made correctly. 

C. J. DOWNS 

1919 1919 

Aug. 1 Notes Payable ...$356.76 Aug. 1 Purchase $356.76 

Notes Payable 

1919 ~ 1919 

Aug. 1 C. J. Downs $356.76 
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Purchases 



1919 
Aug. 1 
15 



C. J. Downs $356.76 

L. Knox 401.54 



1919 



Cash 

1919 

Sales $297.32 Aug. 15 

Notes Receivable. 200.00 

Sales 

1919 
Aug. 2 
5 
16 

CAPRON PINISTEY 

1919 
Sales $376.43 Aug. 5 

Notes Rexjeivabde 

1919 

C. Pinney $376.43 Aug. 15 

J. Monison 361.65 26 

J. Morrison 161.65 

LLOYD KNOX 

1919 
Notes Receivable. .$376.43 Aug. 15 
Cash 25.11 

JOHN MORRISON 

1910 
Sales $361.65 Aug. 16 



1919 
Aug. 2 
26 



L. Knox $25.11 



1919 



Cash $297.32 

C. Pinney 376.43 

J. Morrison 561.65 



1919 
Aug. 5 



Notes Receivable. $376.43 



1919 

Aug. 5 
16 
26 



L. Knox $376.43 

Morrison Note 361.65 



1919 
Aug. 15 
15 



Purchases $401.54 



1919 
Aug. 16 



Notes Receivable. .$361.65 



CHAPTER VI 

Questions and Probl^ems 

15 questions 

3 problems 

1. Give a simple explanation of the terms "debit" and "credit" so that 

they will be intelligible to a person not familiar with the handling 
of accounts. 

2. In double entry bookkeeping, why are the debits on the left and the 

credits on the right? (C. P. A.) 

3. What is the function of a ledger? 

4. What is the nature of the accounts on the debit or left hand side of 

the ledger? What is the nature of the accounts on the credit or 
right hand side of the ledger? (C. P. A.) 
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5. Into what general classes should ledger accounts he divided? 

State the distinguishing feature of each class. 

Mention one account belonging to each class. (C. P. A.) 

6. Define the term Nominal account and show wherein your definition 

applies as well to trading as to manufacturing concerns. (C. P. A.) 

7. Define the following terms : 

Fixed assets 

Floating assets 

Wasting assets 

Floating debt 
Under which heading would you allocate the following: cash, notes 
payable, machinery, buildings? 

8. The following accounts are found upon the ledger of a small retail 

business Classify them into the following groups: 
1. Assets 



2. Liabilities 

3. Income 

4. Expense 
Land 
Salaries 
Proprietor's Capital 

A/C 
Sales 
Fixtures 
Rent 
Cash 



Heat and Light 
Buildings 
Mortgage Payable 
Interest Received 
Proprietor's Drawing 

A/C 
Advertising 
Accounts Receivable 



Accounts Payable 
Interest Paid 
Notes Receivable 
Stationery and Print- 
ing 
Notes Payable 
Merchandise Inven- 
tory 

Miscellaneous Ex- 

» pense 

9. What distinction would you make in an ordinary set of books, as to 
debits to the merchandise account; incidental expenses of the 
business; losses such as bad debts, destruction of property, etc.? 
(C. P. A.) 

10. What is meant by (a) capital, (b) working capital? Why is capital 

always shown on a balance sheet as a liability? (C. P. A.) 

11. What plan would you suggest for recording in the books of a large 

mercantile firm its contingent liability incurred by indorsements on 
notes receivable? (C. P. A.) 

12. A mercantile house draws on its customers at sight, depositing its 

drafts in bank. Occasionally a draft is returned dishonored. What 
entry should be made when a draft is drawn, and what counter 
entry should be made when the draft is returned dishonored? 
(C. P. A.) 

13. A owes B $1,000 and B draws on him for the account at 60 days. 

The draft is accepted by A, whereupon B takes it to the bank for 
discount. The bank discounts the paper 57 days before maturity, at 
6% per annum. Show the entries you would make in the books of B. 
(C. P. A.) 

14. X receives from his customer, Y, a note in settlement of his account. 

This note X discounts at his bank. Draft entries. (C. P. A.) 

15. Smith & Co. draw on Jones & Co. for an account of $1,500, allowing 

1% discount. At maturity, the acceptors borrow from the drawers 
$500 to assist them in meeting the draft, which is, however, finally 
allowed to be returned. Jones & Co. repay $300 of the loan of $500, 
Show the ledger account in the books of Smith & Co. after ths 
transactions are completed. (C. P. A.) 
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Peoblem 1 

A piece of land was purchased for $40,000 on July 6. Costs incident to 
the examination of its title amounted to $900. Improvements in the 
shape of curbings, sidewalks, gutters, and paving, amounted to 
$1,533.75. Subsequently, six months later, the land was sold for 
$93,000. Set up the land account. 

Pboblem la 

Jones purchased machinery for $1,800 f. o. b. point of shipment. The 
freight and drayage charges amounted to $165. The cost of installa- 
tion, including belting, calipers, and other attachments was $310. 
After using the machinery for a period of time, part of it was sold for 
$380, this part costing complete $405. Set up the machinery account. 

Peoblem 2 

The transactions in J. Brown's books concerning notes receivable are as 
follows: 

March 1. Invested in business 90 day note of H. Smith dated Dec. 
19 for $536.89; also note of A. Webster dated Jan. 
8, 60 days for $463.11. Interest on each note is 67o 

5. Received from S. Walters a 30 day note for $356.78, 

bearing interest, in settlement of his account 

6. Received draft from R. Morgan drawn at 60 days on 

March 1 and accepted March 4, for $246.18 
6. Received from A. Webster, $467.74 in payment of his 
note 

10. L. Day transferred to us acceptance of B. Gill, ac- 
cepted February 25, at 60 days, amount $199.75 

12. Received 60 day note of F. Sander for $300 at 6% 
to apply on account; also, note of C. Stanley in full 
of account for $634.93; 90 day note with 6% in- 
terest 

17. H. Smith paid his note with interest, $544.94 

20. Discounted notes of R. Morgan and B. Gill, receiving 
therefor $447.45 

25. Received from S. Walters check for $157.97, and » new 
note for $200 to take up his note given on the fifth. 

Set up the notes receivable account and show balance as of March 31. 
Indicate canceled items. 

Problem 2a 

Jones draws during the mouth of September checks to the amount of 
$4,365.22. The outstanding checks are: No. 763, $31.87; No. 766, 
$200; No. 794, $44.75; No. 796, $75; No. 799, $90. The bank re- 
ported an overdraft of $567.85. 

What is the balance, and what were the deposits for the month? Set up 
the cash account. 

Peoblem 3 

The proprietor of a certain business invests $20,000 therein; he with- 
draws $3,500. He pays a business debt of $600 out of his private 
funds. He pays a personal coal bill out of business funds in the 
amount of $40. He withdraws cash salary of $30. He turns into 
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the business a piece of property valued at $6,000. He pays his per- 
sonal note out of business funds to the amount of $500. He collects 
miscellaneous small accounts in the amount of $33.10 and retains the 
money for private use. He paid his personal milk bill with store mer- 
chandise in the amount of $7.15. His account is to he credited with 
salary of $100. He is credited with $1,800 net gain for the year. 
Set up the proprietor's capital account. 

CHAPTER VII 

Questions and Probl.ems 
15 questions 
3 problems 

1. What is the controlling account? Give an example of such an account. 

Answer fully. (C. P. A.) 
la. What advantages are secured by the use of a controlling account? 
(C. P. A.) 

2. Indicate what debits and credits should be made to the controlling ac- 

counts established in- connection with a perpetual inventory, say, 
in a manufacturing concern. 

3. Describe a method of keeping accounts so that the aggregate sums due 

from customers and due to creditors can be known without prepar- 
ing a schedule of the accounts of such customers and creditors, and 
so that an independent balance of the ledger, containing only the 
real, nominal, special and controlling accounts, exclusive of the 
individual accounts of customers and of trade creditors may be 
taken. (C. P. A.) 

4. What are the advantages of having the purchases (creditors') accounts 

and the sales (customers') accounts in subsidiary ledgers; what is 
the best method of checking the accuracy of the postings to those 
accounts ? 
4a. In designing a set of accounts for a business, how might provision 
be made for constant showing of the aggregate sum owing by cus- 
tomers and the aggregate sum owing to creditors, without the neces- 
sity of preparing a schedule of the accounts of such customers and 
creditors? (C. P. A.) 

5. Do you approve of a business concern keeping more than one ledger? 

If so, why . . ? (C. P. A.) 

6. How are perpetual inventory accounts related to controlling accounts? 
6a. Describe fully the method of keeping a bills receivable account, and 

state the connection of the account with the bill book. (C. P. A.) 

7. . . . What does the term "Primary Accounts'-" mean to you? (C. P. 

A.) 

8. What names are given to accounts that represent the excess of assets 

over liabilities? Differentiate these names in the application to 
various kinds of business. (C. P. A.) 

9. Describe fully each of the following accounts, showing what entries may 

be made on each side and what disposition should be made of the 
balance : 

( a ) cash account 

(b) interest account 

(c) merchandise account 

(d) suspense account 

(e) real estate account (C. P. A.) 



384 ACCOUNTING— PEINCIPLBS AND PRACTICE 

10. Define the following accounting and business terms: floating (circu- 

lating) capital, fixed capital, quick assets, floating assets, floating 
liabilities, nominal accounts, passive assets, passive liabilities. 
(C. P. A.) 

11. A merchant draws a draft of $1,000 at four months on a customer 

who owes him on open account and the draft is accepted on Feb- 
ruary 2, 1909. On March 13, 1909, he discounts the draft at a bank 
at 6% per annum. What entries should be made on the mer- 
chant's books to record the transactions properly? (C. P. A.) 

12. A has exhausted his credit with B. He needs further accommoda- 

tion to the extent of $2,500, to obtain which he gives B a three 
months' draft on C for $2,500. This is $1,000 more than C owes A. 
To adjust this difference C draws at four months on A for $1,000. 
Assuming that the drafts have been accepted by the respective 
parties, state what entries his books should show. (C. P. A.) 

13. Mention five classes of ledgers and describe the peculiar features of 

each class. (C. P. A.) 

14. What do you understand by the term '"an account stated"? (C. P. A.) 

15. In a recent work on double entry bookkeeping, it is contended that 

each transaction involves two entries with the proprietor; do you 
agree with the author? If so, why? If not, why not? (C. P. A.) 

Problem 1 

The books of Smith have been kept in the old fashioned way without a 
controlling account, with the following balances of creditors' accounts: 

A., Cr. Bal., . . . .$.567.84 D., Dr. Bal., . .$ 5.00 G., Cr. Bal., . .$ 735.82 

B., Cr. Bal 732.64 E., Cr. Bal. . . 1,423.69 H., Cr. Bal. . . 2,572.36 

C, Cr. Bal., 341.67 F., Dr. Bal., . . 21.57 

List these accounts and start an Accounts Payable controlling account, 
to which you will add the following transactions where they apply: 

May Purchases $1,427.90 July Freight in $ 85.71 

Purchases returned.. 13.50 Purchases 1,638.69 

Payments 2,485.70 lieturns 5.73 

Freight in 14.3.64 Discount 52.68 

June Purchases $2,197.00 Payments 2,897.50 

Payments 1,746. SO Aug. Purchases $2,595.55 

Discount 17.95 Returns 36.73 

Returns 25.74 Payments 1,958.40 

What was the balance on May 1 and Aug. 31 ? 

Peoblhm 2 

The customers ledgers contain accounts with 9763 different individuals. 
On August 1, these accounts show a number of debit balances, aggregating 
$147,219. 

During the month of August sales are made to various customers, each 
of which is entered in the sales book and subsequently posted to the debit of 
some account in the customers ledgers. The sales book at the end of 
August is added up and the total is found to be $983,757. 

During the month of August collections are made from customers, and 
entered individually, as received, in a book, and posted to the credit of the 
individual accounts in the many customers ledgers. As these postings are 
made a note is entered in the record of cash, against the recorded receipt, 
of the amount of the discount allowed each customer for prompt payment 



QUESTIONS AND PROBLEMS 385 

of his bill. At the end of the month the cash and discount items are 
separately added up and found to amount to $1,082,708 and $37,492 re- 
spectively. 

On August 31, the manager asks for an abstract of the various cus- 
tomers' accounts as displayed in the many customers ledgers. The ab- 
stract which the head bookkeeper has his sales ledger keepers take off shows 
that the open customers' accounts amount to $10,775. 

Assuming that the facts as given in the first three paragraphs were 
secured by the manager from an inspection of the records, how can he 
determine whether or not the amount of $10,775 compiled by the sales 
ledger keepers is correct? 

Pboblem 2a 

A and Company sold B and Company a bill of goods for $1,000; terms 
2% 10 days, net 30 days. 

B and Company did not take advantage of the cash discount but when the 
invoice was due offered in settlement, cash $333.34 and two notes for $333.33 
each, one at 60 days, and one at 90 days, due at their bank. 

A and Company accepted this settlement, and carried the notes for 30 
days. They then discounted them at their bank at 5%. 

B and Company paid the 60 days' note when due. 

Three days before the 90 days' note was due, A and Company received 
from B and Company a 30 days' note for $200 due at B and Company's 
bank, and a cheek for the balance plus the discount on the new note at 
6% with a request that A and Company take care of the 90 days' note, 
which they agreed to do. 

A and Company discount the new note at 5% at their bajik when they 
take up the 90 days' note. 

The $200 note is paid by B and Company when due. 

( Make ) . . the entries for A and Company. ( C. P. A. ) 

Problem 3 

Brown has a customers ledger, a purchases ledger, and a general ledger, 
the latter containing controlling accounts with the other two. When his 
bookkeeper submitted to him trial balances of the three, he observed White 
owed him $100, subject to a cash discount of 21/2 per cent., and an allow- 
ance for outward freight of $1.68, neither of which items has been entered 
in the books; and that he owed White $100, subject to a discount of 4%, 
which had not been entered. He directed the bookkeeper to adjust the 
accounts by a remittance of stamps. Draft entry or entries that will close 
the two personal accounts and maintain the reconcilement of the ledgers. 
Separate accounts are kept for customers' discount and purchase discount. 
(C. P. A.) 

CHAPTEE VIII 

Questions and Peoblems 

15 questions 
3 problems 

1. (a) What purpose does the use of nominal accounts subserve? 
(b) When and how are they disposed of? (C. P. A.) 

2. . . . state briefly how you would proceed to complete the double entry 

in the event you were called upon to examine the accounts of a con- 
cern which had been kept on a single entry basis in all respects ex- 
cept as regards the cash feature of the personal accounts. (C. P. A.) 
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3. What Is understood by the term net profit? State the final disposition 

of net profit in the books of a partnership; of a corporation. 
(C. P. A.) 

4. What governs the distribution of profits in (a) a partnership, (b) a 

corporation? (C. P. A.) 

5. State your understanding of the difference between gross profit and 

net profit. (C. P. A.) 

6. Classify the following accounts as to real and nominal: cash, capital, 

merchandise, accounts receivable, notes payable, doubtful accounts 
receivable. 

7. A corporation, located in Chicago, that has been very lax in its account- 

ing methods, carries a freight account into which it charges all pay- 
ments, of whatever nature, it makes to railroad companies; even 
payments made on the delivery of goods purchased f. o. b. Chicago. 
If called upon to reorganize their method what suggestions and 
alterations would you make in respect to this subject? State your 
reasons. (C. P. A.) 

8. Give difi'erent classes of accounts for a manufacturing concern and 

indicate which of these classes should be closed finally into profit and 
loss account. (C. P. A.) 

9. Define the following accoimts: franchise, patents, equipment, con- 

struction. State in what line of business such accounts occur, for 
what purpose they are employed and how they are generally treated. 
(C. P. A.) 

10. What entry is necessary to record the amount of certain interest due 

but not paid at the time of making the entry? Why would it be 
necessary to make an entry of this character? (C. P. A.) 

11. What are (a) selling expenses, (b) general and administrative ex- 

penses? Name some of the accounts that would fall under each 
head. 

12. Two persons exchange with each other their respective notes for $1,000 

each; what would, presumably, be the object of such exchange? 
What are the risk and the limit (in amount) of risk of each party 
to the transaction? How should such a transaction be recorded? 
(C. P. A.) 

13. In formulating a profit and loss account for a manufacturing concern 

in which factory rent is an element, under what classification would 
you allocate it in order to be economically sound? (C. P. A.) 

14. Explain what is meant by the phrase, "outstanding and open accounts." 

15. What rules should govern ledger explanations? (C. P. A.) 

Peoblem 1 

Select such entries from the following as you think belong to the Pur- 
chases account, and prepare and close the account. This account combines 
most of the accounts entering into the cost of the stock in trade. 

Sept. 30 Purchase invoices. .$5,645.75 

Paid invoice of H. 

EeturnedgoodstoD 

Rebate and Allow 
ance 

Inf reight 

Drayage 

Int. on a/c due Y. . 
Oct. 31 Purchase invoices. $6,750.35 

Drayage 



,645.75 

543.78 

54.67 


Infreight $ 

Returned goods . . . 
Rebate and Allow- 
ance 


132..50 
50.00 

24.46 


34.90 
85.31 
14.75 
7.34 
,750.35 
25.86 


Salary of purchas- 
ing agent 

Wages of receiving 

clerk 

Nov. 30 Lumber for ship- 
ping boxes 


100.00 
50.00 
22.50 
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Nov. 30 Purchase invoices. $7,957.60 Dec. 31 Purchase invoices.. If 6,576.84 
Returned goods . . . 47.50 Returned goods . . . 65.00 
Salesmen's travel- Rebate and allow- 
ing expenses and ance 18.75 

salary 153.47 Crating expense . 8.00 

Rebate and allow- Infreight 135.71 

ance 24.13 Drayage in 31.57 

Freight on pur- Purchasing agent's 

chases 157.93 salary 100.00 

The inventory at the beginning of the period was $4,846.57, and at the 
close of the period it was $6,542.75. 

Peoblem 2 

On January 1, 19—, C. Olds has the following property: cash $1,391.16; 
merchandise $16,703.04; furniture and fixtures $1,100; delivery equipment 
$720; stocks and bonds purchased for investment $6,300; customers' ac- 
counts owing him: A. Johnson $96; R. Day $47; H. Land $714.93; E. Bur- 
ton $113.13; L. Levy $918.18; A. L. Nogood $76.67; B. Reynolds $80; he 
owes the following creditors for merchandise purchased: John Read 
$3,273.90; T. Milton, $847; W. Scott, $1,342.13. There is also a note pay- 
able outstanding against him for $1,500. 

During the next six months, the. following transactions took place: 

1. Goods were purchased to the amount of $25,000; $18,733 of this 

was paid in cash. 

2. The following amounts were paid on account to creditors: Read 

$3,000; Milton $335; Scott $1,463. 

3. Clerk hire cost him $1,600; rent; heat, light and water $900; repairs 

to delivery equipment $90; advertising $70; supplies $185; 
delivery men hire $700; general expense $290. 

4. Cash received from old customers : Johnson $85 ; Day $47 ; Land 

f 320.50; Burton $105; Levy $918.18; Nogood $70. Reynolds 
as become a bankrupt and will pay 20% of all claims. 

5. Cash sales were $15,618.92; charge sales to new customers were 

$32,917.68 all of which is paid except $7,000. 

6. Merchandise on hand $14,505. 

7. Dividends and interest from investments $310. 

8. Wear and tear on furniture and fixtures is estimated at 10% per 

annum, and on delivery equipment 15%. 

What is the net worth of C. Olds on June 30, 19 — , six months after the 
January 1, mentioned above? 

Peoblem 3 

A trial balance of the books of the Lone Manufacturing Company, taken 
at the close of the fiscal year, December 31, 1919, before any closing 
entries had been made, showed as follows: 

Cash on hand and at bank $ 56,340.00 

Inventory of merchandise on hand 

Jan. 1, 1919 93,750.00 

Furniture, Fixtures, and Fittings 19,500.00 
Consignment Account 

No. 8 $12,750.00 

Insurance, Freight, and 

Express on same 1,125.00 13,875.00 



388 ACCOUNTING— PRINCIPLES AND PRACTICE 

Utility Mining Co., 2,250 shares, 

par value $100 each $ 225,000.00 

Premium paid for lease of prem- 
ises 22,125.00 

Accounts Receivable 300,469.00 

Accounts Payable $ 63,920.00 

Notes Payable 18,000.00 

Purchases 615,375.00 

Eeturns of Sales 3,986.00 

Sales 961,243.00 

Wages 101,563.00 

Rents and Taxes 14,865.00 

Factory Expenses 48,437.00 

Office Salaries 9,450.00 

Miscellaneous Expenses 20,868.00 

Dividends on Investments 13,500.00 

Capital Stock 375,000.00 

Surplus, Jan. 1, 1919 113,940.00 

$1,545,603.00 $1,545,603.00 



The lease was acquired January 1, 1919, and expires December 31, 1928. 

Inventory of merchandise on hand December 31, 1919, amounted to 
$88,390. 

Reserve 5% of accounts receivable for discounts and bad debts. 

Accounts payable are subject to a discount of 2%. 

The notes payable fall due March 31, 1920, and were discounted October 
1, 1919, $540 having been charged to Miscellaneous Expenses on that date. 

The last dividend on Utility Mining Co. stock was received in June, 1919, 
and was at the rate of 6% for the year ending June 30, 1919. Allow for 
6 months' dividends accrued. 

Depreciate furniture, fixtures, and fittings at 5%. 

Consignment account consists of merchandise taken at cost and con- 
signed to our agents at New Orleans for sale or return. Charges thereon 
amounting to $1,125 have been paid by us. 

Requirements : 

1. Profit and Loss account for the year ending December 31, 1919. 

2. Ledger accounts. 

3. Financial statement as of December 31, 1919. 

CHAPTEE IX 

Questions and PeobliEms 
15 questions 
3 problems 

1. Define a trial balance. ... (C. P. A.) 

2. Describe the process of taking a trial balance. ... (C. P. A.) 

3. Outline the different plans of preparing a trial balance and give the 

relative advantages. 

4. Do you consider the use of a trial balance necessary? (C. P. A.) 

5. What is the function of a trial balance? ... (C. P. A. ) 

6. Does a trial balance in which the aggregate of debits and credits corre- 

spond, prove the books to be correct? If not, explain why it does 
not. (C. P. A.) 
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7. If the net difference in a trial balance is small, is it safe to write such 

difl'erence off? 

8. In case of a discrepancy in a trial balance, how may the accountant 

ascertain which side is erroneous? (C. P. A.) 

9. ... In case of failure to prove, how would you proceed to locate the 

difference (in a trial balance) ? (C. P. A.) 

10. Distinguish between the following instruments: 

(a) Note (d) Bank draft 

(b) Sight draft (e) Check 

(c) Time draft (f) Bill of exchange 

11. Give the entries you would make in case a note which had been given 

you by a customer is dishonored. 

12. Give the entries required in each of the following cases : 

(a) Your note is given a creditor in payment of what you owe 

(b) You receive a note from a customer in payment of his accoimt 

(c) The note in (b) is dishonored at maturity 

( d ) A note which you have received from a customer is discounted 

(e) You discoimt your own note 

(f ) You accept a time draft drawn on you by a creditor 

(g) You draw a time draft on a customer which draft he accepts 
(h) You draw a sight draft on a customer 

13. What is a contingent asset? Give an example of such an asset. 

14. What constitutes selling cost? (C. P. A. ) 

15. (a) Give fully your understanding of (a) receipts, (b) revenue. Show 

wherein they differ. (C. P. A.) 
(b) State the difference between expense and disbursements 

Pboblem 1 

The following figures are taken from the books of the Fairview Manu- 
facturing Company, on the 31st of December: 

Inventory of Finished Goods (Jan. 1) .$ 3,684.57 

Inventory of Raw Material (Jan. 1) . . 11,392.70 

Purchase of Eaw Materials 62,519.85 

Sales 217,387.42 

Wages 109,317.88 

Rent 19,500.00 

Discounts received on Purchases 375.60 

Diseoimts allowed on Sales 186.36 

Power, Light and Heat 8,710.64 

Light and Heat for Office 168.00 

Repairs 1,090.00 

Packing 2,017.00 

Factory Expense 3,270.00 

General Expense 5,230.00 

Factory Insurance 1,050.00 

General Insurance 750.00 

Machinery and Plant 12,350.00 

Tools 2,600.00 

Commissions 7,642.00 

Office Salaries 9,700.00 

Salesmen Salaries 8,930.00 

Interest on Loans 440.00 

Loans Payable 22,000.00 

Discount Lost 120.00 

Notes Receivable 130,000.00 
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Notes Receivable Discounted $ 8,000.00 

Notes Payable 19,500.00 

Accounts Receivable 101,026.00 

Accounts Payable 30,020.00 

Office Furniture 1,100.00 

Furniture and Fixtures 1,950.00 

Cash on Hand 1,825.00 

Cash in Banks 26,467.00 

Returned Sales 276.00 

Capital 200,000.00 

Reserve for Depreciations 3,236.98 

Reserve for Bad Debts 5,727.00 

Freight and Cartage Invpard 727.00 

Stable Expenses 2,750.00 

Horses, Wagons, and Harnesses 8,500.00 

Postage and Expressage 1.250.00 

Superintendence 3,500.00 

Taxes 250.00 

Goodwill 10,000.00 

Stationery and Printing 1,080.00 

Advertising 8,630.00 

Surplus (previous year) 63,753.00 

You are requested (a) to prepare from these a Trial Balance, arranged 
in systematic order as to Balance Sheet Accounts, Assets and Liabilities 
and Loss and Gain Accounts, Expenses and Revenues, the Expenses divided 
between Commercial and Manufacturing, so as to facilitate the preparation 
of Financial or Business Statements. 

The item of Rent $19,500 is to be apportioned as follows: 53 per cent, for 
Factory, 22 per cent, for Salesrooms, and 25 per cent, for Office. 

The item of Superintendence $3,500 is to be divided % to Factory, and 
% to general expense. 

(C. P. A.— Adapted) 

Comment: In view of the fact that certain accounts are contained in 
this trial balance which have not as yet been discussed in full, note the 
following suggestions : 

Reserve for Depreciations — place in the liability section of the trial 
balance; the balance is a credit, and although not representing a 
liability, it should be allocated as indicated 
Reserve for Bad Debts — same comment as above 

Goodwill — a fixed asset account to be placed in the trial balance as 
the last of the fixed asset accounts 

Problem 2 

Jones and Johnson are partners in business. Jones invests $27,000 and 
Johnson $18,000, and they agree to divide profits in proportion to their 
investments. At the end of the year their accounts show as follows: 
incidental expenses (including bad debts) $2,400; cash on hand $50; 
salesmen's salaries $12,000; cash in bank $1,200; accounts 'payable 
$7,410.92; bills receivable $2,650; taxes $950; Jones's drawing account 
$4,751.10; real estate $6,000; merchandise (inventory) $34,000; wages of 
office employees $3,275; .Johnson's drawing account $3,631.11; bills payable 
$5,600; Commercial Cable Company's stock $5,000; balance in trading 
account (being gross profit) $38,743.21; accounts receivable (bad accounts 
excluded) $20,975.82; freights $243; discounts on purchases $1,125.90; dis- 
counts allowed customers $760. Make out a profit and loss statement, and 
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after dividing the profits according to the agreement, prepare balance 
sheet showing the capital of each partner at the close of the year. ( C.P.A. ) 

Pkoblem 3 

The following Trial Balance is handed yon with the request that you 
prepare a Revenue Account and a Balance Sheet: 

A. B.'s Capital $20,000.00 

A. B.'s Personal Account.. .$ 1,000.00 

Bank of North America 600.00 

Cash on Hand 90.00 

Merchandise Account 8,600.00 

Repair Account 87.50 

Bills Receivable 6,400.00 

Bills Payable 4,000.00 

Real Estate 1,3S0.00 

Bank Stock 1,566.00 

General Expense 1,860.00 

Freight 1,000.00 

Accounts Receivable 8,000.00 

Accounts Payable 10,000.00 

Profit and Loss 3,446.50 



$34,000.00 $34,000.00 



If all the information is not presented in this trial balance, supply what 
is wanting and submit the statements called for. (C. P. A.) 

CHAPTER X 

Questions and Problems 
15 questions 
3 problems 

1. If your trial balance shows an account having a debit excess what does 

the circumstance signify? Does the debit balance shown by the 
trial balance indicate the true status of the account? Explain. 
(C. P. A.) 
la. Define the following terms: 

(a) Opening entries 

(b) Closing entries 

(c) Adjusting entries 

2. Upon what theory is the maxim based that inventory should be valued 

at cost or market value, whichever is lower at the date of the 
balance sheet; and under what circumstances, if any, is it per- 
missible to value raw materials at market prices for balance sheet 
purposes, where said market prices are in excess of cost owing to a 
gradual or sudden rise in prices after the materials were pur- 
chased? (C.P.A.) 

3. For several years a certain firm has valued its merchandise inventory 

on the basis of sales prices. If the stock of merchandise at the 
close of each of these periods was approximately of the same kind 
and value, what effect would this procedure have on the successive 
financial statements, and on the successive statements of profit and 
loss? 
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4. How should inventories be treated In closing books at the end of a 

fiscal year? How do you view the practice of adding inventory 
to the credit side of merchandise ? Explain. (C. P. A.) 

5. How would you treat goods shipped on approval (a) at the time of 

the original transaction, (b) when closing the books? (C. P. A.) 
5a. In closing books how would you value the goods owned by your 
client under an agreement by which the customers pay for their 
goods as used? Give reasons. (C. P. A.) 

6. In closing the books of a firm it is found that the accounts receivable 

include $5,000 of worthless accounts and $10,000 of doubtful ac- 
counts. The firm decides to deduct from the gross profits $15,000 
for these items. What would you consider the best method of 
carrying these items on the general ledger? (C. P. A.) 

7. State cases where the condition known as "diminishing assets'' is 

likely to arise. How should such cases be treated? (C. P. A.) 

8. What do you understand by "depreciation" and how should it be 

provided for on the books of a manufacturing company owning 
its plant and equipment? Wherein does depreciation differ from 
renewals and repairs and can it be avoided through any system 
of bookkeeping? (C. P. A.) 

9. Where and in what manner of entry should record be made of sales 

of plant and itenis of machinery disposed of because worn out or 
otherwise useless? (C. P. A.) 
9a. A mill sells a lot of its old machinery for $7,300 and credits the 
amount to "repairs" account. State (a) your opinion thereof, and 
(b) the reasons supporting your answer. {C. P. A.) 

10. State briefly how, at the close of the fiscal year, you would proceed to 

determine the value, for inventory purposes, of the machinery and 
tools of a manufacturing establishment. (C. P. A.) 

11. What should you consider the best wa}' of entering on the books of a 

manufacturing company the amount written off to profit and loss 
for depreciation on (a) buildings, (b) large or fixed tools, (c) small 
or expense tools. (C. P. A.) 

12. What is meant by an "Expense Inventory" and how would you treat 

this item in drawing up the profit and loss account and balance 
sheet? (C. P. A.) 
12a. Give a brief definition of each of the following terms: 

(a) Reserve for Bad and Doubtful Accounts 

(b) Accrued laxes 

(c) Accrued Wages 

Show each of the above accounts in skeleton form, indicating the 
nature of the transactions ordinarily entering therein; how should 
the respective items be set out in a balance sheet? 

13. What is your understanding of the following terms: 

(a) Accrued interest on Notes Receivable and Notes Payable 

(b) Insurance Une.xpired 

(c) Rents paid in Advance 

How should each of these items be entered in a balance sheet? 
Indicate tlie nature of the transactions ordinarily found in such 
accounts. 
13a. Would you consider it proper to include as an asset the following 
items: insurance premium unearned, taxes paid in advance, adver- 
tising expenses? Explain briefly and give reasons. (C. P. A.) 

14. How would you deal with items accrued and due (such as rent, com- 

mission and salaries) when closing the accounts of a business at 
the end of a. fiscal period? (C. P. A.) 
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15. How would the following errors in bookkeeping affect, if not corrected, 
(1) Profit and Loss Statement, (2) Balance Sheet: 

(a) A sum of $125 for freight paid for John Jones on goods 

purchased by him posted wrongly to Purchases account. 

(b) A sale of goods for $500 posted to the debit of Freight 

account instead of to debit of Purchases. 

(c) A sum of $250 received from a customer and entered as a 

cash sale of $250. 
15a. Define the following terms: 

(a) Capital expenditure 

(b) Repair and upkeep expenditure 

(c) Deferred charges 

(d) Capital receipts 

Peoblem 1 

From the following particulars prepare adjusting entries as of June 
30, 19 — . The books were closed last on June 30, of the preceding year. 
Explain each entry fully and clearly. 

A. B. Tenuey and C. D. Gillan operate a business under the firm name of 
Tenney & Gillan. Under the partnership agreement, profits and losses are 
shared, — two-thirds to Mr. Tenney and one-third to. Mr. Gillan. Interest 
is to be charged on personal drawings and credited to capital at the rate 
of 5 per cent, per annum. 

The amount due from customers, $57,967, includes the two following bad 
accounts ; the partners have concluded to charge them oflf the books : 

Hill & Davis $310.12 

Brovra & Roes 219.33 

Charge off the above accounts to Bad Debts, this being the title of the 
general ledger account to which the bookkeeper has charged worthless 
accounts during the current fiscal period. 

During the past four years the loss on bad accounts has equaled 11/2% of 
the net sales. In the opinion of the partners, 1%% of the amount due 
from customers, excluding the bad accounts mentioned above, is sufficient 
to cover the losses that may result in realizing upon the balances due 
from trade debtors as of June 30, of the present year. Provide a reserve 
for bad debts based upon the above opinion. 

Insurance premiums unexpired amount to $483. The bookkeeper has 
charged all insurance premiums to Insurance Premiums Prepaid, and the 
balance of this account is $1,460. Insurance premiums applicable to the 
current period should be distributed as follows: one-half to real estate 
expenses account; one-fourth to purchasing and carrying merchandise 
account ; and one-eighth each to selling expenses and general administrative 
expenses accounts. 

Office supplies purchased during the current fiscal period were charged 
to Office Supplies, the latter showing a balance of $882. The cost of office 
supplies on hand, as per inventory, amounts to $438. Charge the cost 
of supplies used as follows: one-half to purchasing and carrying mer- 
chandise account; three-eighths to selling expenses account and one- 
eighth to general administrative expenses account. 

Shipping supplies purchased during the current fiscal period were 
cliarged to Shipping Supplies, which account shows a balance of $1,656. 
The cost of shipping supplies on hand amounts to $510. The cost of ship- 
ping supplies used should be charged to the shipping expenses account. 

Accrue the interest to date on a mortgage outstanding of $60,000, interest 
at 6% payable April and October 1. 
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Accrue taxes from April 1, on an assessment of $180,000 at 1.76. Of 
the total assessment, two-thirds applies to real estate, — charge real estate 
expenses account; and one-third applies to merchandise stock, — charge pur- 
chasing and carrying merchandise account. 

Compute interest on the partners' capital and drawings, making proper 
entries therefor. No charges or credits have been made to the capital 
accounts during the current fiscal period. 

Balance of Mr. Tennay's capital account $63,185 

Balance of Mr. Gillan's capital account 31,786 

Drawings : 

Mr. Tenney $11,610 

Mr. Gillan 10,000 

The balance of the Profit and Loss account, before adjusting, amounts to 
$53,992. Determine the final net profit by taking into consideration all of 
the adjusting entries, including interest on partners' capital and drawings 
and make the entry necessary to distribute this net profit in accordance 
with the partnership agreement. 

Problem 2 

The following is a trial balance taken from the books and records of 
Messrs. Brown & Jones, at the close of the fiscal year, 19 — . 

Required ; 

1. Profit and loss accoimt as of December 31, 19 — 

2. Balance Sheet 

The profit and loss account should show gross profit on manufacturing 
and the net profit of the business. 

Cash on Hand $ 50.00 

Third National Bank 800.00 

Notes Payable $ 5,400.00 

Stock, January 1, 19 — 35,620.00 

Machinery 33,850.00 

Accounts Receivable 15,200.00 

Wages 41,900.00 

Land and Buildings 9,850.00 

Notes Receivable 1,000.00 

Purchases , 75,680.00 

Accounts Payable 2,800.00 

Sales 165,900.00 

Furniture and Fixtures 2,280.00 

Commissions 2,290.00 

Heat, Light, and Power 2,730.00 

Rent of Factory 3,000.00 

Traveling Expenses 1,260.00 

Discounts on Purchases 900.00 

Freight Out 860.00 

Insurance Premiums on Factory 970.00 

Discounts to Customers 1,570.00 

Advertising 790.00 

Copyrights 600.00 

Sundry Expenses 2,570.00 

Bad Debts 930.00 

Interest and Bank Charges .... 600.00 

Barn Expenses 700.00 
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Rebates and Allowances to 

Customers 750.00 

A. Brown, Capital 45,000.00 

A. Brown, Personal 8,450.00 

E. Jones, Capital 30,000.00 

E. Jones, Personal 5,700.00 

$250,000.00 $250,000.00 

The inventory of stock on hand is $36,250 
Insurance unexpired $647.00 
Depreciation: 

Copyrights, 10% 
Furniture and Fixtures, 5% 
Machinery 6% 
Reserve 5% on book accounts to provide for bad debts, and provide for 

two days' wages accrued, $200 
Allow partners 5% interest on capital and salaries as follows: Brown, 

$6,000 ; Jones, $4,000 
Profits to be distributed in proportion to investments 

Pboblem 3 

On December 31, 1906, the Trial Balance of the Mukilteo Shipbuilding 
Company was as follows: 

Real estate $ 300,000.00 

Buildings 158,000.00 

Equipment 847,500.00 

Goodwill 50,000.00 

Cash 46,474.20 

Discount earned $ 10,120.37 

Discount allowed 5,600.14 

Interest— general 3,300.20 

Insurance 3,030.89 

Accounts payable 75,871.38 

Depreciation reserve 58,272.00 

Common stock 1,000,000.00 

Preferred stock 500,000,00 

Sales 1,371,491.17 

Accounts receivable 156,028.75 

Inventory of raw materials and work in prog- 
ress, Dec. 31, 1905 184,567.39 

Operating, maintenance and general expenses . . 709,988.65 

Depreciation 25,000.00 

Purchases 691,985.47 

Bond interest (one-half year to June 30, 1906) 2,000.00 

Taxes accrued (estimated) 5,300.00 

Bills payable 35,000.00 

Accrued interest on bills payable 900.27 

First mortage bonds (4% ) 100,000.00 

Surplus 26,520.50 

$3,183,475.69 $3,183,475.69 

The inventory of raw materials and work in progress on December 31, 
1906, is valued at $309,062.05. Before the books are finally closed it is 
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determined to (a) make a reserve of 1%% of $140,000 of the accounts re- 
ceivable to provide for possible bad and doubtful accounts, (b) add $1,000 
to the taxes accrued (estimated) account, (c) carry to depreciation re- 
serve account a further sum of $5,000. Interest on the bonds to December 
Slat is also to be provided for. 

It is found that bona fide renewals of equipment, costing $17,500, have 
been charged to operating expense; that repairs to equipment, amounting 
to $6,000, have been charged to equipment account; that $1,500, proceeds 
of old machinery sold, have been credited to sales account; and that a bill 
of $1,560.25 for raw materials received and used, has not been entered on 
the books. These items are to be taken into account before the books are 
closed. Three per cent, of the net profits for the year is then to be reserved 
for special compensation to management. 

Make . . . entries to give effect to the various adjustments above de- 
scribed, and prepare balance sheet and profit and loss account as they 
will finally appear. (C. P. A.) 

CHAPTER XI 

Questions and Pkoblems 

15 questions 

3 problems 

1. Set up a form of working paper that will enable an auditor to adjust 

a trial balance of January 1 with a profit and loss account and 
a balance sheet of a subsequent period without recourse to . . (the 
record of interim) entries. (C. P. A.) 

2. What class of expenditures should be treated as assets at the close of 

the fiscal period? (C. P. A.) 
2a. What do you understand by the term "deferred charges to operation 
or income"? Name a few examples. 

3. As of February 1, 19 — , are the following items "deferred charges"? 

(a) Advertising paid to cover the spring season which commences 

on March I. 

(b) Traveling expenses of salesmen incurred in disposing of 

goods for shipment during said spring season. 

(c) The part of the general and administrative expenses deemed 

to have been incurred in the securing of orders for delivery 
during the spring season. 
3a. Would you consider it proper under any circumstances for a company 
to treat all or any of its advertising expenses incurred during the 
year as an asset for the purpose of its annual accounts to be sub- 
mitted to the stockholders? In your answer, state fully the grounds 
for your views and explain how you would recommend such expenses 
should be dealt with. (C. P. A.) 

4. Describe three methods of treating accruals and state the 'advantage or 

the weakness of each method. (C. P. A.) 
4a. A company has leased ore-bearing lands capable of producing 50,000 
tons of ore on the basis of a royalty of 10^ on each ton of ore mined 
and has guaranteed a minimum royalty of $1,200 a year. At the 
expiration of the first year, the minimum royalty has been paid 
although no ore has been mined. What . . . entry would you make 
in connection with the foregoing? Explain. (C. P. A.) 

5. The inventory on December 31, 19^ — , including freight inward, 

amounted to $250,000. The net purchases between that date and 
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the following June 30, 19 — , amounted to $490,000. The freight 
inward between December 31, and the following June 30, amounted 
to $7,200- The inventory on June 30, exclusive of any freight 
charges, amounted to $236,000. How much of the freight inward 
charge should be added to the inventory of June 30, as part of its 
value ? 
5a. Should freight — out, be shown as a deduction from gross sales, as an 
addition to the cost of goods sold, or as a selling expense? 

6. Distinguish between the accounts usually designated "Surplus" and 

"Undivided Profits" as to (a) definition, (b) treatment. (C. P. A.) 

7. What is meant by the term "inventory reserves"? 

8. A bookkeeper closed his books as of June 30, 19^, and following his 

usual custom charged freight inward directly to the profit and loss 
account. On the following August 14, he was requested to correct 
his last closing by adding $3,000 to the inventory of the preceding 
June 30, to cover the amount of the freight inward applicable to the 
cost of goods on hand as of June 30. He had posted the, entire 
month of July and had taken off a trial balance. Submit the ad- 
justing entry he should make on August 14, 19 — . 
8a. The cost of goods on hand December 31, 19 — , amounts to $300,000. 
Included in this amount is the cost of some goods that could be 
replaced on December 31, the date above, for $25,000 less than they 
cost. You are requested to close the books and to treat this shrink- 
age in the books as you deem advisable. 

During the next six months three-fifths of these particular goods were 
sold. 

During the following six months the balance of them was sold. 

What entry would you make on the first December 31, on June 30, and 
on the following December 31? 

9. In taking off a trial balance, a bookkeeper finds that his debit footing 

exceeds the credit by $131.56, which amount he carries to a suspense 
account. Later, he discovers that a purchase amounting to $417.50 
has been debited to a creditor as $192.94; that $312.50 for deprecia- 
tion of machinery had not been posted to Depreciation account; that 
$500 withdrawn by the proprietor had been charged to Wages 
account; that a discount allowed to a customer of $76.13 had been 
posted to the wrong side of Merchandise Discount account; and 
that the total of sales returned was footed $5 short. Give entries 
showing how you would remedy these errors, and starting with the 
original difference, prepare a supplementary schedule showing 
whether the books are now in balance. (C. P. A.) 

10. State the effect at the end of a certain year upon the balance sheet 

and the statement of profit and loss of the following errors if the 
same remain unadjusted: 

(a) The Plant and Machinery account has been charged $2,967.14 

for repairs to certain equipment, as of July 1, 19 — . 

The depreciation was written off at December 31, of the 

same year at the rate of 10% per annum on the ledger 

balances of the latter date, 
(b) The raw material and supplies inventory at the end of the 

year was overvalued $14,176.19, and at the beginning of 

the year it was undervalued $10,983.22 

11. What difference of treatment should be accorded to plant renewal and 

replacement and plant repair? (C. P. A.) 
11a. What distinction would you draw between expenditures for plant 
and machinery chargeable to capital accounts and those chargeable 
to ordinary repair and maintenance accounts? 
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12. Are the following expenditures chargeable to property accounts? 

(a) Repairs to building, machinery and other equipment amount- 

ing to a total of $7,398 

(b) Horses, wagons, and stable equipment have been purchased 

in the amount of $14,000. At the present time no de- 
preciation has been charged against a similar asset then 
standing upon the books of the company 

13. How would you deal with the following items in the accounts of a cer- 

tain company at the close of the year ? 

(a) The foundry valued at a cost of $19,725.43 was torn down 

during the year. The building is not to be replaced until 
the following year 

(b) Extra machinery and tools have been purchased at a cost of 

$78,000. It is expected that production will be increased 
and the cost thereof decreased by their use 

14. On December 31, 19 — , the profits of a certain company were not 

sufficient to justify the declaration of a dividend. The Board of 
Directors propose that the various depreciation reserves for that 
year be reduced so that after the desired dividend has been taken 
into consideration the profit and loss account will show a respect- 
able credit balance. What have you to say concerning the pro- 
posed action? 

15. A desires to purchase a going concern having the following assets : 

Machinery $80,000.00 

Book accounts receivable 48,000.00 

Inventory merchandise 42,000.00 

And assume the following liabilities: 

Book accounts payable $30,000.00 

Bills payable 30,000.00 

The purchase price agreed upon was $100,000 in cash. 

It was discovered immediately after the taking over of the concern 

that through clerical errors in taking stock the actual value of the 

stock turned over was but $39,500.00. 
It was also discovered that $3,800 of the accounts receivable were 

valueless, as the bookkeeper had neglected to make proper credits 

for discounts allowed. 
Give opening entries for new books, taking into consideration the 

above errors. 

Peoblem 1 

From the following trial balance, as of December 31, 19 — , prepare 
working statement: 

Capital $ 44,000.00 

Real estate and buildings $ 10,000.00 

Machinery 12,500.00 

Tools 2,500.00 

Horse and cars 1,500.00 

Inventory, Jan. 1: 

Earthenware $5,000.00 

Crates and packing material 1,250.00 

Clay 5,000.00 

Coal 1,250.00 12,500.00 
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Profit and loss account $ 1,000.00 

Sundry debtors $ 15,000.00 

Sundry Creditors 5,000.00 

Sales 60,000.00 

Packing 6,000.00 

Straw, crates, etc 3,000.00 

Coal 1,500.00 

Clay 12,500.00 

■Wages 32,500.00 

Horse and cart expenses 1,500.00 

Freight 2,500.00 

Repairs to machinery 750.00 

Repairs to tools 250.00 

Repairs to buildings 500.00 

Taxes 250.00 

Gas and water 250.00 

Notes payable 4,000.00 

IS^otes receivable 6,000.00 

Petty expense 1,000.00 

Cash 2,250.00 

Petty cash 250.00 



$119,000.00 $119,000.00 



Inventory December 31, 19—: 

Earthenware $4,000.00 

Crates, etc 1,000.00 

Clay •. 4,000.00 

Coal 1,000.00 

Write off depreciation on machinery, 5% ; on real estate and buildings, 
2%%; on tools, 5%; allow for bad debts, 5%. 

Problem 2 

The following is the trial balance of the accounts of the Jones Manu- 
facturing Company, at the close of business on December 31, 191.S: 

Capital stock $150,000.00 

Work in process 12/31/17 $ 53,689.39 

Materials inventory 12/31/17.. 10,767.87 

Finished Product 115,453.90 

Unexpired insurance 5,458.00 

Taxes 2,937.50 

Materials purchased 160,691.26 

Insurance 4,567.80 

Interest 4,200.00 

Accounts payable 23,570.98 

Accounts receivable 45,897.57 

Traveling expenses 3,654.62 

Factory supplies 5,670.03 

Office expenses 4,790.82 

Selling expenses 8,798.46 

Petty Cash 200.00 

Power 6,400.00 

Cash in bank 3,609.00 

Notes payable 50,000.00 

Labor 186,568.43 
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Machinery and equipment 124,357.00 

Factory expense 51,800.05 

Discount on sales 3,675.47 

Freight-out 2,657.80 

Freight-in 2,748.56 

Discount on purchases 7,896.41 

Salesmen's commissions 6,600.66 

Taxes prepaid 672.80 

Repairs 5,346.00 

Eent 12,000.00 

Salaries 34,846.00 

Interest prepaid 345.00 

Reserve for depreciation 29,670.00 

Sales 562,109.70 

Surplus 45,156.90 

$868,403.99 $868,403.99 

Notations : 

Inventories on hand: materials $10,434.22; work in process $56,542.14; 

finished product $70,470.89 ; supplies $3,567.90. 
Prepaid interest amounts to $350; prepaid taxes amount to $578; 

unexpired insurance $987.56. 
Reserve for depreciation to be 5% of the total fixed assets 
Reserve for bad debts to be 2% of the total accounts receivable. 
Insurance, taxes, and rent to be divided % to factory, y^ to trading, 

and % to administration. 
Required : 

Working sheet with accompanying schedule of adjusting entries. 

Pboblem 3 

Day and Night 

Teial Balance, June 30, 1919 
(Before adjusting) 

Merchandise purchases $336,874.00 

Accounts receivable 63,826.00 

Land 26,724.00 

Building 42,425.00 

Reserve for building deprecia- 
tion $ 4,242.00 

Furniture and Fixtures 5,420.00 

Reserve for furniture and fix- 
tures depreciation 2,710.00 

Insurance premiums unexpired. 1,400.00 

Freight inward 4,116.00 

Building upkeep 207.00 

Horses and wagons 4,986.00 

Reserve for horses and wagons 

depreciation 1,126.00 

General administration expenses 7,487.00 

Purchasing expenses 5,352.00 

Selling expenses 19,824.00 

Credit and collection expenses . . 3,246.00 

Shipping and delivery expenses. 11,872.00 

Interest on deposit 416.00 
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Bad debts 3,962.00 

Interest on mortgage payable. . 1,250.00 

Interest on notes payable 1,240.00 

Notes payable 20,000.00 

Purchase discounts 6,876.00 

Rental income 2,750.00 

Accounts payable 16,476.00 

Mortgage payable 30,000.00 

L. C. Day, Capital 68,473.00 

L. C. Day, Personal 5,387.00 

L. N. Night, Capital 56,560.00 

L. N. Night, Personal 3,674.00 

Merchandise sales 355,564.00 

Taxes accrued 625.00 

Cash 14,896.00 

Petty cash 400.00 

$565,193.00 $565,193.00 



Merchandise inventory, June 30, 1919, $44,686.00. 
Required : 

1. Schedule of adjusting entries. 

2. Working sheet. 

3. Balance sheet — account form with fixed items first. 

4. Statement of profits and income for the year ending June 30, 1919. 

5. Reversing entries that will result in eliminating the balances of all 

accounts, (five in number) that are not to be used for current 
purposes. These entries should be made under date of July 1, 
1919. 
Comments on problem. 

The partners have decided to provide a reserve for bad accounts, on the 
basis of 1%% of the amount due from trade customers. All uncollectible 
accounts have been charged off to Bad Debts. 

Provide for depreciation of wasting fixed assets as follows: 

Furniture and fixtures, 5% per annum. Charge one-eighth to Pur- 
chasing, one-eighth to Credit and Collection, one-fourth to Selling, 
and one-half to General Administration. 
Horses and wagons, 10% per annum. Charge Shipping and Delivery. 
Building, 2%% per annum. Charge Depreciation of Building. 
The unexpired insurance premiums amount to $500. Divide the 
premiums applicable to the current year by the cost of the building, fur- 
niture and fixtures, horses and wagons, and the average inventory (begin- 
ning and end ) , to determine an average rate for apportionment purposes. 
Make charges to the following accounts therefor : 
Building — Insurance on Building. 
Furniture and fixtures — Purchasing, Credit and Collection, Selling, 

and General Administration, as per bases given for depreciation. 
Horses and wagons— Shipping and Delivery. 
Merchandise Stock — Insurance and Taxes on Stock. 
The estimated accrued taxes for the six months ending June 30, 1919, 
amount to $625. Adjust the taxes accrued account accordingly. Deter- 
mine the average tax rate and distribute the tax expense according to the 
method used in connection with insurance expense. 

Interest on the mortgage is payable April and October 30, at 5% per 
annum. It was last paid to April 30, 1919. 

Part of the building is rented at $3,000 per year. Rent for the month of 
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June is accrued but not due until July 1. Make the proper entry, charging 
Kent Receivable Accrued. 

Compute the interest prepaid on notes payable and make proper entry 
therefor: $20,000, June 12, 1919, 90 days, 5%, discounted at the bank. 

Salaries and wages accrued but not due amount to $1,015. Charges 
should be made as follows: Selling $450, Credit and Collection $45, Ship- 
ping and Delivery $210, General Administration $310. 

The balance of merchandise purchases account is made up as follows: 

Inventory, June 30, 1918 $49,652.00 

Gross purchases 289,640.00 

$339,292.00 

Less — Returns and Allowances 2,418.00 

Balance $336,874.00 

Insurance and taxes on stock may be shown in the profit and loss state- 
ment as one of the elements of the cost of goods sold, or as an operating 
expense immediately following purchasing expenses. 

Show all real estate expenses (up-keep, insurance, taxes, and deprecia- 
tion) under "Deductions from Income," and the income from rents under 
"Other Income." 

According to the partnership agreement, profits and losses are shared 
on the basis of ys to Mr. Day and Vs to Mr. Night. 

CHAPTER XII 

Questions and Problems 
15 questions 
3 problems 

1. Describe the nature and purpose of each of the following at the 

close of the fiscal period: (1) Adjustment entries; (2) Closing 
entries. (C. P. A.) 

2. Describe in detail the process of closing the accounts of a business 

in Ledger A and transferring them to Ledger B. (C. P. A.) 

3. In closing the ledger accounts of an ordinary business for the pur- 

pose of a general exhibit of affairs, what order should be observed? 
(C. P. A.) 

4. How is profit and loss arrived at from a set of books? (C. P. A.) 
4a. State explicitly and fully the function of the profit and loss account. 

(C. P. A.) 

5. Are there any unalterable rules governing the trading and the profit 

and loss accounts? Give the general acceptance of the term. 
(C. P. A.) 

6. Describe the process of closing the books of a corporation at the 

end of the fiscal year, showing a Trading account and a Profit and 
Loss account, and explaining the treatment of reserves for deprecia- 
tion and for bad debts, as well as for the surplus or deficiency 
resulting from the operations of prior years. (C. P. A.) 

7. (a) What items should be included, naming them in proper sequence, 

in the Trading account? 
(b) In the Profit and Loss account? (C. P. A.) 

8. State vour understanding of the difference between Gross Profit and 

Net Profit. (C. P. A.) 

9. What is meant by the term "book profits" ? 
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9a. (a) Would you show cash discount on sales as a deduction from, gross 
sales or as a charge against net income from operations? 
(b) Would you apply the same principles to cash discounts- on pur- 
chases ? 

10. In closing a set of hooks state how you would treat the following on 

ledger and financial statement: 

Depreciation on machinery $1,500.00 

Expenses prepaid 500.00 

Discount on customers' accounts, 3% 1,080.00 

Salaries and wages accrued 675.00 

(C. P. A.) 

11. When preparing a Trading and Profit and Loss account at. the end 

of the fiscal year, in what manner would you treat the following 
subjects: 

1. Surplus or deficit brought forward from prior year 

2. Reserves for depreciation 

3. Reserves for bad debts 

4. Interest on bonds- 

5. Dividends on stock 

6. Surplus or deficit carried forward to succeeding year. 

(C. P. A.) 

12. How should the following expenditures be distributed at the end of a 

fiscal period: 

1. Loss on sale of $1,000 First Mortgage Bond @ 90, being a 

bond held as an investment. 

2. Loss of $5,000 on sale of certain real estate which was not 

required for plant operation. 

3. Profit of $10,000 on the sale of stock in another company, 

being stock held for investment. A commission of $1,000 
was paid to the person who handled the deal. 

13. How should any balance appearing in a Profit and Loss account at 

the end of the fiscal year eventually be treated? 

14. Show what is meant by a balance account (in closing a ledger). 

(C. P. A.) 

15. A firm manufacturing but one grade of cloaks, insured against 

burglary, claims to have been robbed on the night of September 10. 
The proof of loss filed by the assured contained two items — for 600 

cloaks, $12,000; silk, 1,000 yards, $1,500. 
An inventory of stock on hand, consisting of cloaks, cloth and silk, 

had been taken January 1, amounting to $118,500, the particulars 

of which have been lost or destroyed. 
An analysis of the firm's books produced the following information: 

Purchases of cloth, 37,500 yards at $1 

Purchases of silk, 10,000 yards at $2 

6,000 cloaks were manufactured, consuming 

cloth, 40,000 yards at $1 

silk, 10,000 yards at $2 

9,000 cloaks were sold between January 1 and September 10 

Cost of sales, per cloak, for material $10.00 

Cost of sales, per cloak, for labor and sundries 7.00 

$17.00 

Inventory, September 11, 2,500 cloaks, at 17.00 

25,000 yards cloth, at 1.00 

5,000 yards silk, at 2.00 

Prepare a report proving or disproving the claim. (C. P. A.) 
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Phoblem 1 

BAILEY & HOBB 

Triai. Balance, May 31, 1918 
(Before adjusting) 

Buildings $ 37,000.00 

Auto Trucks 3,160.00 

Furniture and Fixtures 2,186.00 

Merchandise 6,242.00 

G. E. Bailey, Capital $ 58,729.00 

G. E. Bailey, Personal 6,486.00 

S. A. Hobb, Capital 29,&20.00 

S. A. Hobb, Personal 4,184.00 

Accounts Receivable 28,726.00 

Cash 7,486.00 

Notes Payable 12,500.00 

Accounts Payable 16,872.00 

Interest 521.00 

Cash Discounts 976.00 

Expense 21,860.00 

Bad Accounts 746.00 

$118,597.00 $118,597.00 

Inventory, May 31, 1918 $34,786.00 

Requirements : 

1. Open a ledger account with each of the above items, allowing five 

lines to each account 

2. Make adjusting journal entries in conformity with the particulars 

submitted hereunder and post them 

3. Compile a trial balance after adjusting 

4. If it were desired to make reversing entries on the first day of the 

next fiscal period, which accounts would you eliminate? 

COMMENT ON PROBLEil 

It is the custom in this firm to charge off at the close of each fiscal year 
an arbitrary amount to cover depreciation of wasting fixed assets, such 
amounts being credited direct to the fixed asset accounts instead of to de- 
preciation reserve accounts. This method of handling depreciation is in- 
fluenced by net earnings rather than by the estimated life of the units 
concerned. The method is unscientific, but in use in many concerns as it 
enables them to manipulate their profits. At present, the income tax 
law discourages manipulation by this means, and the tendency is seen 
for concerns to take all allowances possible under the law in respect of 
depreciation. But following the usual custom of Bailey and Hobbs as to 
method, charge $1,000 for depreciation of buildings; $500 for deprecia- 
tion of auto trucks; and $200 for depreciation of furniture and fixtures. 

if'rovide a reserve for cash discount of $1,000. 

Compute and, make proper adjusting entry for the interest paid in 
advance on notes payable under discount: one note for $7,500 discounted 
May 7, 1918, 90 days at 5%; one note for $5,000 discounted May 25, 1918, 
60 days at 5%. 

Salaries and wages accrued but not due amount to $780. 
Insurance premiimis unexpired, $586. Insurance premiums have been 
charged to Expenses. 
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Estimated accrued taxes for five months ending May 31, 1918, amount to 

$416. Charge Expenses therefor. 

Set up as an asset the cost of office and warehouse supplies on hand, per 

inventory, amounting in the aggregate to $570. These supplies when 

purchased were charged to Expenses. 

Pboblem 2 

The trial balance of a manufacturing firm taken January 1, 1897, is as 
follows : 

Capital A $ 40,000 

Capital B 20,000 

Plant and Machinery $ 35,000 

Purchases SSJOOO 

Sales 95,000 

Stock on hand, January 1, 1896 15,000 

Labor 24,000 

Salaries 6,000 

Traveling Expenses 2,500 

Interest 600 

Stationery and printing 1,200 

Rents and taxes 3,500 

Discounts and allowances 1,250 

Fuel 3^00 

Insurance (one year from July 1, 1896) 1,150 

Freight 1,500 

General expenses 600 

Bank overdraft 5,000 

Creditors 4,000 

Accounts receivable 25,000 

Rent of steam power 1,500 

Cash on hand 200 

Loan account 7,000 



$165,500 $165,500 

Stock on hand January 1, 1897, $23,000; each partner to be credited 
6% on his capital for one year before profits are ascertained; 3% to be 
written off book debts for discount; 10% to be written off machinery and 
plant for depreciation; unexpired insurance to be taken into account; net 

profit to be divided 2-3 to A and 1-3 to B. Draft entries for 

closing the books and prepare final balance sheet and profit and loss 
account. (C. P. A.) 

Pboblem 3 

Before making the charges referred to below, the profit and loss ac- 
count of a corporation for the year shows a credit balance of $60,000. 
The accounts receivable are $40,700, and the plant and machinery account 
is $55,000. The 6% preferred stock ie $50,000 and the common stock 
$150,000. It is decided (a) to provide, out of the above named profit and 
loss balance 7V3% depreciation on plant and machinery; (b) to write off 
as uncollectible $1,500 of the accounts receivable and to make a reserve 
of 2% on the remainder of the accounts receivable to provide for possible 
losses thereon; (c) to provide for the preferred stock dividend for the year; 
(d) to provide for a bonus of $7,500 to the employees; (e) to provide for 
a dividend on the common stock of 15% for the year; and (f) to carry bal- 
ance remaining in profit and loss account to undivided profits account. 

Draft entries to comply with the above provisions. (C. P. A.) 
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CHAPTER XIII 

Questions and Problems 
15 questions 
3 peoblems 

1. Define the following: 

( a ) Inventory 

(b) Closing a set of books 
(e) Summary entry 

(d) Statement 

(e) Statement of account 

2. In making up a profit and loss statement at the close of a fiscal year, 

are you stating a fact or an opinion? Give reasons. (C. P. A.) 

3. Define the following: 

(a) Profit and loss account 

(b) Manufacturing account 

(c) Trading account 

(d) Surplus account 

(e) Balance sheet 

4. If a statement of profit and loss cannot be made up by double entry 

because of a lack of necessary information, how can profits between 
two given dates be determined? Illustrate answer by an example. 

5. What is the purpose of the statement of income, and profit and loss? 

Show the meaning of each group of facts and explain why facts 
resulting from complex accounts must be expressed in analytic 
form. (C. P. A.) 

6. State in which account (trading or profit and loss) you would place 

the following items, giving your reasons: 

Purchases Sales 

Carriage and Freight Stock on Hand 

Bond Interest Returns 

Depreciation Discounts 

Allowances Fuel 

Bad Debts Packages 

Wages Directors' Fees 

Commission Advertising 

7. What are selling expenses? General and administrative expenses? 

What accounts ordinarily would be included under each heading? 
7a. In formulating a profit and loss statement for a manufacturing con- 
cern in which factory rent is an element, under what classification 
would you allocate it in order to be economically sound? (C. P. A.) 

8. What governs the distribution of profits in (a) a partnership, (b) 

a corporation? (C. P. A.) 

9. Specify some of the closing entries to be made, after the agreement 

of the trial balance, in the books of an architect's business in which 
two partners are interested. 

10. What is meant by "turnover"? Illustrate its modern usefulness. 

(C. P. A.) 

11. Why should a profit and loss account and a profit and loss statement 

include an amount representing depreciation on plant, where such 
plant is kept up to the highest possible degree of efficiency by re- 
pairs and renewals, and when the cost to replace the plant, even 
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in a second-hand condition, would be more than the original cost 
price ? 
11a. A plant is reappraised at several thousand dollars more than its 
book value. Should the book value be written up to its appraised 
value? If so, what account should be credited? 

12. Briefly describe two methods for accruing Income and expense, illus- 

trating your description with interest accrued. 

13. In taking its annual inventory, a, firm finds that the goods inventoried 

cost $100,000, whereas, upon inventory date the realizable price 
would be only $60,000. Purchases during the year amounted to 
$300,000, the amount of beginning inventory was $80,000, and the 
sales for the year were $310,000. Gross profit on sales already 
made amounts to $30,000, which amount will be changed to a gross 
loss of $10,000 if the ending inventory is taken up at the market 
value of $60,000. What should the firm do! 
13a. The market value of a certain merchandise inventory is less than 
cost price, which loss is taken up in the accounts. Why then, 
should not the increase in market value over the cost price of 
merchandise inventory be excluded in the valuation of the in- 
ventory ? 

14. An invoice amounting to $1,000 has the following terms displayed 

across its top: "less 30,. 10, and 5; terms 2/10, n/30." It is 
dated as of the 15th of a certain month and is paid two days later, 
on the 17th. What amount must the debtor pay to the creditor? 
14a. Should the following expenditures be charged to capital or to 
revenue ? 

(a) Repairs to machinery 

(b) Replacements of machinery and plant 

(c) Brokerage on a piece of property purchased 

(d) Costs incident to placing a mortgage 

(e) Expenses incident to incorporating a $50,000 company 

15. Which group of accounts, if eliminated from double entry bookkeeping, 

would reduce the accounts to an economic history? (C. P. A.) 
15a. What is an accommodation bill of exchange? What are three usual 
methods of raising money on such a document? 

Problem 1 

From the following trial balance, prepare a trading account, profit and 
loss account and balance sheet as of December 31, 1901 : 

Buildings $ 24,000.00 

Plant and machinery 6,000.00 

Furniture and fixtures 1,800.00 

Investments 8,700.00 

Goodwill 12,900.00 

Partners' capital, January 1, 1901 $112,500.00 

Drawing account 2,775.00 

Cash in bank 10,500.00 

Cash in safe 375.00 

Bills receivable 5,250.00 

Bills payable 4,575.00 

Sundry debtors 11,700.00 

Sundry creditors 5,790.00 

Purchases 51,000.00 

Sales 80,250.00 

Taxes, etc 2,055.00 
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Salaries $ 7,125.00 

Traveling expenses 1,275.00 

Light, heat and power 510.00 

Freight, outward 1,365.00 

Wages 19,755.00 

Discounts and allowances 405.00 

Sundry selling expenses 1,110.00 

Insurance 345.00 

Bad debts 1,170.00 

Inventory, January 1, 1901 33,000.00 



$203,115.00 $203,115.00 



Write oflf 2% on buildings, 7%% on plant and machinery and 10% 
on furniture and fixtures. Charge 5% interest on partners' capital from 
January 1, 1901. 

The inventory value of goods on hand December 31, 1901, is $46,080.00. 
(C. P. A.) 

Pboblem 2 

On December 31, 1918, the trial balance of the A. Blank Company dis- 
played the following figures: 

Capital stock $250,000.00 

Surplus, January 1, 1918 42,000.00 

Reserve for depreciation of buildings, January 1, 

1918 20,000.00 

Reserve for bad debts, January 1, 1918 9,600.00 

Merchandise inventory, January 1, 1918 $ 77,000.00 

Purchases 135,000.00 

Sales 379,680.00 

Discount on sales 2,500.00 

Discount on purchases 1,730.00 

Sales returns 3,650.00 

In — freight and cartage 2,800.00 

Salesmen's salaries 135,000.00 

Delivery expense 2,000.00 

Insurance 3,160.00 

Office salaries 15,000.00 

Heat and light 5,500.00 

Office supplies 1,500.00 

General expense 40,000.00 

Interest and discount 5,400.00 

Land and buildings 25.000.00 

Notes and accounts receivable 200,000.00 

Notes and accounts payable 30,000.00 

Furniture and fixtures 4,000.00 

Cash 75,500.00 

$733,010.00 $733,010.00 



Notations to be considered in connection with the above trial balance: 

1. Merchandise inventory, December 31, 1918 $30,280.00 

2. Depreciation on land and buildings, 5% for the year 

3. Reserve for bad debts to be 2% for the year, based on the total 

amount of notes and accounts receivable 
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Requirements : 

1. Schedule of adjustment entries 

2. Schedule of closing entries 

3. Working statement 

4. Profit and loss ledger account 

5. Statement of profits and ineomje 

6. Balance sheet 

Pboblem 3 

The fiscal year of a manufacturing company ends June 30, 1908, and 
the bookkeeper presents a statement to the Directors made up in the fol- 
lowing form: 

Gross Sales $285,000.00 

Increase of Inventory 15,000.00 $300,000.00 

Cost of sales: 

Operating expenses, material and supplies. . .$257,000.00 

Plant expense 12,000.00 

Freight on returned goods 600.00 

Svmdry purchases finished goods 10,400.00 280,000.00 

Manufacturing Profit $ 20,000.00 

Other income: 

Miscellaneous earnings $ 1,500.00 

Profit on contracts 6,500.00 

Discount on purchases 500.00 8,500.00 

$ 28,500.00 

L«ss: 

Discount on sales $ 2,875.00 

Rebates and allowances 1,125.00 4,000.00 

Net Plant Profit $ 24,500.00 

Less: 

General expenses $ 5,500.00 

Interest 1,500.00 7,000.00 

Net Profit $ 17,500.00 

You are required to make up a Profit and Loss statement in regular 
form, showing Purchases, etc., and using such of the above figures as may 
be necessary together with these following: 

Inventory, June 30, 1907. Material $115,000. Supplies $35,000. Finished 
Goods $45,000. Inventory, June 30, 1908. Material $140,000, Sup- 
plies $10,000, Finished Goods $60,000. Material used in factory during 
the year, $75,000. Wages, $122,500. Fuel, $2,500. Repairs and Re- 
newals, $2,000. Other operating expenses, $55,000, which includes 
$25,000 supplies used. (C. P. A.) 
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CHAPTEE XIV 

Questions and Probl.ems 
15 questions 
3 problems 

1. (a) Give a simple equation for the contents of a balance sheet. 

(b) What are the limitations, if any, of a balance sheet? (C. P. A.) 
la. Give all the stages in closing the books of a mercantile corporation 
from the time that they are fully posted to the completion of the 
financial statement. (C. P. A.) 

2. Distinguish between the fimction of the profit and loss account and 

that of the balance sheet. (C. P. A.) 

3. Define and difl'erentiate the following kinds of statements: (a) Trial 

Balance, ( b ) Balance Sheet, ( c ) Statement of Assets and Liabilities, 
(d) Statement of Aff'airs. (C. P. A.) 

4. State how the following differ: a trial balance before closing, a trial 

balance after closing, a balance sheet. (C. P. A.) 
4a. Why must the Revenue Account be completed before a balance sheet 
can be prepared? (C. P. A.) 

5. In making up a business statement or balance sheet, why are the 

assets placed as debits and the liabilities as credits? Are there 
any exceptions to this rule? (C. P. A.) 
5a. State the several classes of accounts that are contained in a principal 
ledger. Explain why some, if not all, do not appear in the balance 
sheet. (C. P. A.) 

6. State two different theories in relation to the presentation of a bal- 

ance sheet as far as classification is concerned. What is the reason- 
ing on which they are based? (C. P. A.) 

7. In what order should the assets in a balance sheet be set out? Give 

reasons. (C. P. A.) 

8. Is capital invested in business a liability? (C. P. A.) 

9. State the general theory of the balance sheet. On what theory does 

the English form of balance sheet differ from the continental and 
American form? Give an argument either for or against the Eng- 
lish Form. (C. P. A.) 
9a. What is the mechanism of the double form balance sheet? Explain 
the connection between its sections, stating the theory of the 
organism. (C. P. A.) 

10. Define the following terms: balance sheet, reserves, items in suspense, 

surplus, impairment. (C. P. A.) 

11. Indicate treatment of the following items in accounts and balance 

sheet: (a) accrued expenses, (b) deferred charges, (c) discount on 
customers' accounts, (d) depreciation on machinery, (e) advances 
to salesmen. (C. P. A.) 

12. From the viewpoint of a balance sheet, what is the logical place of (a) 

reserves for depreciation of physical assets, created by charges to 
operation, (b) operating reserves, (c) reserves for redemption of 
liabilities, (d) reserves for contingencies? Give reasons for your 
opinion. (C. P. A.) 

13. What is a contingent liability ? Give examples. In what form should 

such liabilities appear in a financial statement? (C. P. A.) 
13a. Give three different ways of expressing on a corporate balance sheet, 
the liability contingent on the non-payment, at maturity, of promis- 
sory notes discounted. Which method do you prefer? Whv? 
(C. P. A.) 
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14. Under what condition would a revenue expenditure appear in the 

balance sheet as an asset? (C. P. A.) 
14a. Give cases where it is proper to include in a statement of assets and 
liabilities certain receipts and disbursements not occurring in the 
period under review. (C. P. A.) 

15. (a) Define "statement of cash receipts and disbursements." 
(b) Define "statement of income and expenditure." 

What difference, if any, is there between these two statements! 

Peoblem 1 

On December 31, 1919, the following trial balance was drawn from a 
certain set of books: 

Cash $ 2,755.23 

Union Supply Company Bonds 5,050.00 

Inventory of Goods (January 1, 1919) 5,893.25 

Special Deposit 50.00 

Horses, Harness, Wagons, Sleighs 1,115.00 

Store Furniture and Fixtures 4,000.00 

Office Furniture and Fixtures 1,633.50 

Notes Payable $ 10,000.00 

G. E. Bennett, Capital 12,500.00 

G. E. Bennett, Drawings 1,630.00 

O. H. Smith, Capital 12,500.00 

O. H. Smith, Drawings 1,025.00 

Sales $187,370.42 

Sales Returns and Allowances 7,874.35 

Purchases 120,609.65 

Freight Inbound 2,871.36 

Purchase Returns and Allowances 1,975.00 

Salesmen's Salaries 13,600.00 

Salesmen's Traveling Expenses 13,363.00 

Advertising 13,411.28 

Shipping Expense 3,941.05 

Shipping Supplies 612.25 

Freight Outbound 210.31 

Rent 1,250.00 

Insurance 356.80 

Heat and Light 426.05 

Office Salaries 2,325.00 

Office Supplies 354.50 

Office Expense 71.30 

General Expense 277-73 

Cash— Short and Over 21.34 

Donations 104.10 

Commercial Club Membership 50.00 

Sales Discount 2,082.69 

Sundry Sales 20.50 

Interest Expense 66.67 

Purchase Discount 2,432.48 

Interest Earnings 23.00 

Accounts Receivable 47,006.36 

Accounts Payable 32,563.95 

$259,385.35 $259,385.35 
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Pbobubm 1 (Continued) 

From an examination of available documents, it developed that the 
following matters necessitate an adjustment of the trial balance figures: 

Accrued expenses not taken up on the books: 

Salesmen's salaries $ 2,070.00 

Shipping department salaries 200.00 

Other shipping expense 65.35 

Advertising 500.00 

Freight Inbound 150.25 

Light 106.21 

Office salaries 125.00 

Office Expense 5.25 

General expense 90.00 

Expenses prepaid are: 

Rent 250.00 

Insurance 118.40 

Commercial club membership 37.50 

Income accrued not entered: 

Interest on Union Supply Co. bonds 12.00 

Depreciation for the year: 

Horses, Harness, Wagons, Sleighs 16%% 

Office furniture 10 % 

Store furniture 10 % 

Inventories on December 31: 

Goods for sale 16,497.23 

Shipping supplies 105.20 

Office supplies 75.18 

Miscellaneous matters: 

Outbound freight has been charged to inbound freight in the 

amount of 182.63 

Bonds have dropped in value 50.00 

Bad debts amount to 2,500.25 

Reserve for uncollectible accounts based on the outstanding 

accounts receivable is to be set up in the amount of . . . 3 % 

Profit appropriations: 

Bennett's salary 600.00 

Smith's salary 500.00 

These items are to be charged before profits are distributed 

Profits to be distributed: 

Bennett % 

Smith Ya 

Requirements of solution: 

1. Schedule of adjusting entries 

2. Schedule of closing entries 

3. Working sheet 

4. Balance sheet, supported by whatever schedules are deemed desir- 

able 

5. Statement of profits and income 

6. Accounts 

(a) Profit and loss 

(b) Bennett and Smith 
1 — Personal 

2 — Capital 
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Fboblem 2 

From the following trial balance of the Excelsior Ribbon Co., prepare 
income and profit and loss accounts for the six months ending June 30, 
1902, and balance sheet for that date: 

Capital stock: 

Preferred stock, 250 shares at $100 $ 25,000.00 

Common stock, 300 shares at $100 30,000.00 

Machinery $ 24,500.00 

Inventory, Dec. 31, 1901 78,620.15 

Accounts receivable 63,428.30 

Materials purchased: 

Silk (raw, spun and thrown) 124,326.80 

Ribbons, paper, boxes, labels, etc 3,728.05 

Labor : 

Weaving 29,384.07 

Throwing 10,976.25 

Dyeing 8,563.43 

Warping, winding, etc 15,721.18 

Fixing and preparing looms 1,270.60 

Sales of ribbon, net 265,123.74 

Sales, miscellaneous 2,507.26 

Discount on purchases 120.56 

Profit and loss— surplus— December 31, 1901 23,528.74 

General expenses: 

Salaries, officers and clerks 5,238.75 

Engineers, etc 2,068.17 

Rent of mill 2,500.00 

Comjnissions 17,856.50 

Fuel, lighting, etc 2,370.60 

Other expenses (including insurance, $285) 7,650.39 

Bills payable 57,235.95 

Interest on bills payable 1,586.36 

Accounts payable 6,875.95 

Cash in bank 9,876.25 

Cash in safe 726.35 



$410,392.20 $410,392.20 



In your statements provide for the following: dividends declared at the 
rate of 3%% on preferred stock and 3% on common stock; depreciation on 
machinery, 15%; prepaid insurance, $48.25; labor accrued but not due 
(estimated), $1,850.00; taxes accrued, but not due (estimated), $250.50; 
inventory, June 30, 1902, $96,385.50. (C. P. A.) 

Peoblem 3 

The following figures are taken from the books of the Johnson Mill 
Company on December 31, after they had operated for one year. You are 
requested to prepare a Trial Balance, a Manufacturing Account, a Trading 
Account, and a Profit and Loss Account, showing the cost of manufacture. 
Prepare also a Balance Sheet. 

Yam (used) $25,000 

Sales 81,250 

Wages 22,500 

Discounts received 2,500 
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Dyeing $12,500 

Power, Light and Heat 3,125 

Boxes and Cases 1,250 

Repairs 685 

Sundry Expenses (Mills) 1,060 

Insurance 155 

Salaries 2,500 

Taxes 310 

Depreciation 425 

Advertising 1,250 

Traveling Expenses 1,125 

Eeturns 1,000 

Commissions 1,875 

Discounts Allowed 440 

Interest on Loans 410 

Cash at Bank and in hand 14,065 

Bills Payable 37,500 

Sundry Debtors 22,500 

Sundry Creditors 6,250 

Fixtures, Fittings, Office 4,750 

Capital 93,750 

Machinery and Plant 65,925 

Bills Receivable 38,400 

(C.P.A.) 

CHAPTER XV 

Questions and ProbliEms 

15 questions 

3 problems 

1. Define or describe what is meant by the words, "a book of original 

entry." (C. P. A.) 
la. What is (a) a Journal, (b) a Ledger? (C. P. A.) 

2. Why are transactions not entered directly in ledger accounts? What 

is the function of a journal ? 

3. State your opinion in regard to the technique of journalizing. Show 

wherein your view is in accord with the evolution of the books of 
account. (C. P. A.) 

4. Is the use of debit and credit columns in journals essentially an 

attribute of either the single-entry or the double-entry system of 
bookkeeping ? Give reasons based on historic development. ( C.P. A. ) 

5. (a) Briefly, what is the theory of the cash book? 

(b) In closing the cash book at the end of the month, what steps must 
be taken? 
5a. (a) What is the advantage of having a cash account in the ledger? 
(b) What should a cash account in the ledger show? (C. P. A.) 

6. What are the advantages of purchase journals and sales journals? 

(C.P. A.) 
6a. What is the function of a purchase journal? 

What is the relation of a purchase record to the journal? 
6b. What is the function of a sales journal? 

What is the relation of a sales record to the journal? 

7. How may an entry be divided between two books when some part is 
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jommon to both, so that a double posting of the common part will 
not result? 

8. To what uses should a journal be put? (C. P. A.) 

8a. In a set of books in which sales book and sales ledger are used, how 
should a sale of merchandise be treated when an accepted draft for 
the amount is given by the buyer? (C. P. A.) 

9. Describe the entries necessary to open a set of double-entry books for a 

firm just starting in business. (C. P. A.) 
9a. T. F. Fynes and W. J. Altherr are partners in business, sharing 
equally in gains and losses. Their books have been kept by single 
entry, but they desire to change them to the double entry method. 
The following is an abstract of their affairs at this date: 

Assets and liabilities per ledger: T. F. Fynes, investment, $12,500; 
withdrawals $2,500. W. J. Altherr, investment $12,500, with- 
drawals, $2,000. Sundry accounts receivable $8,500, sundry ac- 
counts payable $6,000. Other assets and liabilities not in ledger: 
merchandise per inventory $18,000, cash in bank $5,500; bills receiv- 
able $2,300, bills payable $_,000, bank stock $2,000, real estate $5,000. 

Determine the amount of gain or loss of each partner at this date and 
formulate a journal entry that will convert the single entry ledger 
to a double entry ledger. (C. P. A.) 

10. What is the proper course of procedure in taking charge of the book- 

keeping of a firm that has either no books of account or very im- 
perfect ones? (C. P. A.) 

11. What books of a mercantile firm should be treated as books of original 

entry and be posted direct to the ledger? Give an example of an 
entry that should necessarily be made in the journal. ( C. P. A. ) 
List the principal books of account of a mercantile concern with which 
you are acquainted and describe briefly the use of each. (C. P. A.) 
11a. If you should find separate journals used by a concern for sales and 
purchases of merchandise would you transfer the totals to a general 
journal and post from that book to the ledger, or would you post 
from the special j.ournals? Explain fully. (C. P. A.) 

12. Submit a ruling of a cash book suitable for a trading business, pro- 

viding for discounts received and also control over accounts receiv- 
able handled in two accounts receivable ledgers. ( C. P. A. ) 

13. What are the advantages of a columnar cash book? (C. P. A.) 

13a. Describe the most complicated form of cash book with which you are 
acquainted, showing its functions, the sources from which its mate- 
rials are derived and where its results are carried. (C, P. A.) 

14. What are the limitations on the use of special books of original entry 

and special columns ? 
14a. What is a trading account? How does it operate? 

15. Is the comparative balance sheet of any use when books have been 

kept on the double entry principle. If so, why? If not, why not? 
15a. What three important facts may one secure from a scrutiny of a 
balance sheet properly constructed? 



Peoblem 1 

Rule up, as you deem best, forms of records necessary to record the 
following transactions properly, providing where desirableN for the use of 
controlling accounts. Enter the transactions upon the forms ruled, post 
and draw a trial balance. 

1. You commenced business with the following assets and liabilities: 
cash, $230; accounts receivable, $5,678; notes receivable, $1,000; land, 
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$3,500; buildings, $2,000; machinery, $4,345; tools, $789; patent rights, 
$3,000; accounts payable, $650; notes payable, $500. 

2. You pay a bill to the Erie Car Works in the amount of $6,543, by 
means of an accepted time draft upon J. Jones for $500, your note at 30 
days for $6,000, and cash for the balance. 

3. A debtor gives you in payment of his account your own 30 da3' note 
for $435.75 with interest at 6% matured to-day, and his own 60 day note 
for $325. 

4. A note receivable in the amount of $500 has been discounted at the 
bank. The discount charged is 5% and the discount period is 35 days. 

5. Your own 60 day note is discounted at the bank this day at G% ; the 
note is for $1,000. 

6. Goods are purchased in the amount of $2,900. The bill is paid so as 
to secure a discount of 2%, payment being made in the following manner: 
a customer's note in the amount of $540, discounted at 3%; a ten days' 
sight draft upon another customer for $200; a New York bank draft for 
$500, exchange thereon being $2.50; your note for the balance less $30 
which you deduct for freight advanced. 

7. You buy an auto truck from the American Motor Sales Company for 
$1,500, the sale being f.o.b. point of shipment. Freight paid by you 
amounted to $48,69. 

8. You discounted your own 30 day note for $1,000 at the bank at 6%. 
The transaction was recorded as follows: 

Dr. Cash $997.00 

Cr. Notes Receivable $997.00 

This entry was made upon the cash book 

Dr. Interest $3.00 

Cr. Notes Receivable $3.00 

This entry was made upon the journal 

If the transaction has not been recorded properly, make correct adjustment. 

9. A note payable in the amount of $500 with interest of $15 was paid 
this day by a cash order being given upon the B. G. Cash Savings Store. 

10. A bank deposit of $250 has been omitted from our books representing 
cash received from a customer; the bank credits our account with interest 
in the amount of $51.02. 

11. Merchandise is purchased in the amount of $756.32; in payment you 
give a six months' note for $300, interest at 6%, and a sight draft upon a 
customer for the balance. 

12. Cash has been received from customers in the amount of $750. 

13. $640 was paid for installing a. cooling system in your building, the 
check being made payable to the Pianta Company. 

PBOBLEoa: 2 

From the following trial balance and comments prepare a balance sheet 
in running form with current assets first, and a statement of profits and 
income. All operating expenses should be included under the one heading 
of Operation Expenses. If the statements were presented to you, as a 
banker, what criticism thereof would you offer? 

Cash on hand and in bank $ 1,626.00 

Sales $165,000.00 

Taxes 142.00 

Store supplies on hand 78.00 

Interest earned 56.00 

John Peabody, Capital 6,796.00 
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stationery and postage $ 116.00 

Insurance 94.00 

Purchases 144,000.00 

Inventory 3,164.00 

Wages unpaid $ 84.00 

Interest expense 80.00 

Office Salaries 1,500.00 

Bad Debts 477.00 

Purchase discounts 426.00 

Telephone and telegraph 406.00 

Unexpired Insurance Premiums 62.00 

Store Supplies 744.00 

Purchase returns 296.00 

Office furniture and fixtures 

(cost) 410.00 

Light and heat 88.00 

John Peabody, Drawings (cash 

$1,480 ; goods $530 ) 2,010.00 

Freight, express, drayage in- 
bound 762.00 

Accounts payable 1,967.00 

Clerks salaries 7,280.00 

Store fixtures and equipment 

(cost) 2,856.00 

Rent 5,000.00 

Notes payable 2,000.00 

Office supplies 104.00 

Salary, John Peabody 2,400.00 

Accounts receivable 3,226.00 



$176,625.00 $176,625.00 



Inventory, $2,974.00 

The goods drawn during the year by the proprietor were credited 
at cost to the purchases account. The period covered by the 
above is one year ; supply the date thereof. 

Problem 3 

On January 1, 1911, the condition of the Goodrich Manufacturing Com- 
pany was as follows: 

Assets 

Cash $ 7,962.42 

Accounts Receivable 81,249.52 

Bills Receivable 6,244.73 

Merchandise Inventory 55,811.88 

Machinery 14,551.21 

Furniture and Fixtures 2,168.75 

Unexpired Insurance 411.21 

$168,399.72 



Liabilities 

Accounts Payable $ 48,343.90 

Bills Payable 30,000.00 

$ 78,343.90 
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Capital Stock $60,000.00 

Surplus 30,055.82 $90,055.82 



$168,399.72 

On the night of January 27, 1911, they were burned out. The mer- 
chandise, furniture, and fixtures were a total loss, and the salvage in the 
machinery was valued at $4,000. 

, Their ledger, at the close of business on January 27, 1911, showed the 
following balances: 

Capital Stock $ 60,000.00 

Surplus 30,055.82 

Cash $ 6,182.49 

Accounts Receivable 70,870.36 

Bills Receivable 7,874.48 

Accounts Payable 46.504.56 

Bills Payable 25,000.00 

Machinery 14,701.21 

Furniture and Fixtures 2,208.75 

Inventory, January 1, 1911 55,811.88 

Dividends 6,000.00 

Sales 26,161.87 

Merchandise Purchases 14,080.43 

Labor 5,996.17 

Power, Light, Heat 342.72 

Factorv Expenses 742.55 

Office Salaries 1,650.00 

Office Expenses 98.62 

Selling Expenses 751.38 

Insurance 411.21 



$187,722.25 $187,722.25 



The books show that ten per cent, has been written oiT'from Machinery 
and Furniture and Fixtures on December 31st of each year, since the busi- 
ness was started; also, that the gross profit on sales has been very uniform 
and has averaged twenty per cent. 

The insurance carried, covering Merchandise, Machinery, Furniture and 
Fixtures, was $70,000. 

Prepare a statement showing the amount of the Goodrich Manufactur- 
ing Company's claim against the insurance company, assuming that the 
former retains the damaged machinery at the appraised value of $4,000. 
(C. P. A.) 
Comment : 

The only account which may provide trouble is that of "dividends." 
This represents dividends paid during the year, and its location in the 
trial balance shows that the account has been handled incorrectly, close 
its amount out into the Surplus account at once, because it represents 
surplus distributed as profits to stockholders. 

Close the books as at January 27, 1911, prepare a statement of profit 
and loss, and then a balance sheet before determining the amount of the 
claim against the insurance company. Set up, if desirable, a special 
account in which to accumulate the loss incurred with reference to the 
various assets, the total loss therein shown being the amount of the 
claim against the insurance company. If such account be opened, baclj 
up its content by a proper schedule of journal entries. 



INDEX 



Abstract of Accounts Payable, 366 
Abstract of Accounts Receivable, 365 
Accountancy, 

advertising, iii 

basis of proficiency in practice of, 
xiii 

defined, i 

ethics, iii 

examination subjects, xiii 

field of service of, iv 

functions, ii 

not a business, iii 

private field of, iv 

profession of, iii 

professional field of, iv 

training required, xiii 
Accountant, 

a producer, xi 

artificial public, xi 

defined, x 

need for, xii 
Account Form of Balance Sheet, 

309-311 
Accounting, 

auditing defined, xv 

capital, ii 

commercial law defined, xvi 

criticism of present practice, xix 

defined, iv 

economics defined, xvi 

economics, relating to, xvi, xviii 

effect of prejudice and study of, 
xxii 

fundamental of doing business, vi 

history of, vii 

means for escaping insolvency, x 

persons who should study, x 

practical, defined, xv 

principles necessary to business 

success, viii 
purpose of a course in, viii 

science, v 

419 



Accounting — continued 

solution of problems, xxi 

statements, construction of, 13 

success in, dependent on interest, 
xxi 

theory of, defined, xiv 

two kinds of records needed, 40 

ultimate aim of, xv 
Accounting equations, 

addition and subtraction in rela- 
tion to, 51 

adjustments of, 48-51 

as starting point, 47 

balance sheet and, 307, 308. 

cumbersomeness of detailed form 
of, 52, 53 

debit and credit columns on, 56 

development, 48-51 

first simplification of detailed 
form of, 52, 53 

first step in aectionalizing of, 54 

form of, 75 

present worth, 4, 6, 9, 14 

relations of account to, 57 

second step in sectionalizing of, 
55 

sectionalizing of, 54 

simple form, 4, 14 

values aimed at, 4, 6, 9, 14 
Accounting Statements, 

classes of, 305 
Accounts, 

current, 115 

current assets, 105, 106 

current liability, 107, 108 

date location in, 62, 63 

debits to profit and loss, 186, 187 

deductions from invoice, 185 

defined, 57, 60 

departmental, 296, 297, 298 

depreciation, 225, 226 

drawing or personal, 268, 269 

economic, 167 

equilibrium in the, 67, 68 



420 



INDEX 
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fixed assets, 105, 106 
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payable, 145 

petty cash, 134, 135 

primary, 165 

profit and loss, 167, 187-189, 267, 
274, 283, 284 

property, 122-130 

real, 113 

receivable, 136 

rent, 236, 237 

running, 115 

selling expense, 177-179 

standard form, 64, 69 

standard form of, 61 

standard form illustrated, 65, 66, 
67 

store fixtures and equipment, 128 
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Additions to Income, 180, 181, 182 
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215-219 
Adjustment Account, 165, 166 
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defined, 209, 210 
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increase by purchase, 93, 94 
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statement of, 8, 9, 19, 21 
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corporation, 19 
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organization expenses, 249, 250 

three viewpoints, 245, 246, 247 
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petty cash, 134, 135 
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Closing Books, 
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25, 26 

uncertainty of in single entry, 30 
Comparative Statement of Condi- 
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uncertainty of in single entry, 
39 
Complementary Statement, 27 
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statement of, 8, 12 
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defined, 312, 313 
Controlling Accounts, 148-166 

accounts payable, 155, 156, 157 

accounts receivable, 151, 152, 153, 
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debits and credits to, 162, 163 
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investments, 160 
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notes payable, 160 

notes receivable, 160, 163 
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profit and loss, 161, 162 
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stock certificate, 20 
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Cost of Manufacture, 172-177 
Cost of Sales, 172-177 
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three plans of determining, 76-81 

weighted, 78 
Course in Accounting, 

purpose of present, viii 
Credit, 27, 56 
Creditor, 5, 8, 89 
Criticism of Present Accounting 

Practice, xix 
Current Accounts, 115 
Current Assets, 

cash, 134, 135 

defined, 10 

proportion of in statements, 14 
Current Liabilities, 144, 145 

D 

Daybook, 

single entry, 31, 32, 35 
Debit, 

debit columns of accounting equa- 
tions, 56 

defined, 27 
Debits and Credits, 

equilibrium of, 194, 195 

summary key, 101, 102, 103 
Debtor, 

defined, 88 
Deduction from Income, 183, 184, 

185 
Defined Charges, 313 
Departmental Accounts, 296, 297, 

298 
Depreciation, 

account for, 225, 226 

accounts receivable, 228, 229, 230 

asset, 222 

causes of, 223, 224 

current assets, 228, 229, 230 

defined, 222, 223 

discarding depreciated asset, 226 

method of providing for, 227, 228 

recording upon books, 224 

reducing balance method of, 227, 
228 

reserve account for, 225 
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ance sheet, 226 

straight line method of, 227, 228 
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Direct Charges Against Surplus, 

253, 254 
Disbursements, 319* 
Discounts, 

purchase, 182 

trade, 170 
Dividends, 181 
Dollar Marks, 14 
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Sheet, 318, 319 
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transactions, 90 

defined. 86 
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46 
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sight, 140 

time, 140 
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Economic Account, 167 
Economic Capital, 11 
Economics, 
defined, xvi 

relative to accounting, xvi 
vcealth, xvi 
English Form of Balance Sheet, 317, 

318 
Entries, 

adjusting, 191 

closing, 191, 264, 265, 272, 273, 

276-279 
correcting, 191 
reversing, 191 
schedule of adjusting entries, 258, 

259, 272 
schedule of closing entries, 266, 

267, 272, 273, 276-279 
transactions, 190, 191 
Equilibrium of Debits and Credits, 

194, 195 
Equipment, 127, 128, 129 
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technical, 128 
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bookkeeping, 205, 206 

clerical, 205 

commission of, 205 

offsetting, 206 

omission of, 205 

principle of, 205, 206 

testing for errors in trial balance, 
206, 207 
Executive Positions, 

how secured, xii 
Exhibits and Schedules, 312 
Expansion of the Journal, 322 
Expense, 319 

overhead, 172-177 

F 
Finance, 

banks and, xviil 

relation to wealth, xviii 
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to, 71 
Financial Expenses, 185 
Financial Income, 182 
Financial Statement, 8, 12, 19, 21, 
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comparative form, 25, 26 

defined, 288 

purpose and use, 15 
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appreciation of, 122 

defined, 10 

unrealized profits from, 122 
Fixed Charges Versus Operation Ex- 
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Fixed Liabilities, 143 

bonds, 143 
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Fluctuations in Proprietorship, 

basic accounting problem, 4 
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General Journal, 

columnar form, 345, 346, 363, 364 

General Ledger, 

set of transactions in, 353, 357 

Going Inventory, 70-82, 212, 213 
advantages of, 71-73 
columnar development, 71 
relation to financial condition, 71 
substitute for, 213, 214 

Goods Returned, 
record of, 98, 99 

Goodwill, 252 

Gross Profit, 

merchandise account and, 84 
trading account and, 84, 85 

Gross Profit and Sales, 177 



Impersonal Accounts, 113, 114 
Improvement, 

defined, 126 
Income, 319 

additions to, lSO-182 

deductions from, 183, 184, 185 

financial, 182 

net, 185, 186 

operation, 180 

total, 183 
Income and Expenditure Statement, 

319-321 
Income and Expense Account, 167 
Income and Expense Accounts, 

classification of, 110, 111 
Income from Other Sources, 182 
Income from Sales, 169, 170, 171 
Income Statement, 

defined, xv 

supplementary and complemen- 
tary statement, 27 
Incorrect Records Give Unsound 

Conclusions, vi 
Installation Expenses, 128 
Insufficiency of Ledger as Record of 

First Entry, 322-324 
Interest on Bonds, 250, 251 
Inventory, 69-85 

advantages of a going perpetual, 
71-73 

assets other than goods, 69, 70 

columnar development, 71 



Inventory — con tirmed 

defined, 211, 212 

depreciation and assets, 69 

going, 70-82, 148, 149, 212, 213 

goods, 69, 70 

goods included and not included 
in, 221 

perpetual, 70-82, 148, 149, 212, 
213 

signatures of takers of, 221, 222 

taking, 220, 221 

two methods of recording, 69 

valuation of, 220, 221 

versus appraisal, 211, 212 
Inventory Plan with Purchases and 

Sales, 73-81 
Investments, 141-143 

bonds, 142 

bonds and mortgages, 142 

stocks, 142 
Invoice, 

defined, 81 



Journal, 322-366 

cash book as, 332-334, 342, 343, 

358, 359, 362 
defined, 324, 325 
diary of events, 328, 329 
one column form of, 325 
simple forms, 325, 326 
two column forms of, 326 

Journal Entries, 

points relating to, 326, 327 

Journal Voucher, 338, 339 



Land Account, 123, 124 

Lease, 127 

Ledger, 

cash account not in, 332, 333 

cash book as, 332, 333 

closing accounts on, 279-283 

closing of, 264-287 

defined, 86, 87, 322 

doubtful accounts receivable, 163, 
164 

forms of, 322 

notes receivable, 163 

object in closing, 208, 209 
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Ledger — continued 

operation a in closing, 208, 209 

private, 162 

self-balancing, 166 

set of transactions in, 353-357 

single entry, 34, 35 

stores, 164, 165 

suspense, 164 

work preliminary to talking trial 
balance, 191, 192 
Ledger Account, 

defined, 87 

classes of, 104 

series of transactions, 100 
Ledger Insufficiency, 322, 323, 324 
Legal Organization of an Enterprise 

compared with working organiza- 
tion, 23 
Liabilities, 11, 14, 15 

accrued, 181 

contingent, 138 

current, 144, 145 

defined, 9, 11, 12 

fixed, 11, 15, 143 

increase by going into debt, 94, 95 
Liability Accounts, 

classification of, 107 

current, 107, 108 

fixed, 107, 108 
Lines, 

double, 13 

single, 13 
Locatitig Errors in Trial Balance, 

206, 207 
Loss and Gain Account, 167 



M 

Manufacturing Accounts, 188, 300, 

301, 302, 303 
Manufacturing Statement, 301, 302, 

303 
Material Issued, 
requisition for, 83 
where chargeable, 83 
Material Received, 
record of, 81, 82 

report and purchasing depart- 
ment of, 82 
Memoriter Account, 116 



Merchandise, 

adjusting records of, 208, 243 
Merchandise Account, 

content of, S3, 84 

subdivision of, 84, 85 
Methods of Preparing Trial Balance, 

199-202 
Miscellaneous Losses and Gains, 

186, 187 
Mixed Account, 218, 219 
Modern Journal, 337, 338 

N 

Net Income, 185, 186 
Net Profit on Sales, 180 
Net Sales, 170 
Net Worth, 4, 12 

single entry, 36 
Nominal Accounts, 

classification of, 113 
Note Versus Bill Receivable, 137 
Notes Receivable, 137 
Notes Receivable Discounted, 138 
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Object of Closing Ledger, 208, 209 
Opening Ledger, 

based on financial statement, 93 
Opening Set of Double Entry Rec- 
ords, 347, 348 
Operation Expenses Versus Fixed 

Charges, 254, 255 
Op«eration Income, 180 
Organization, 

relation to wealth, xviii 
Organization Expenses, 249, 250 
Out Cartage, 171 
Outfreight and Cartage, 171 
Overhead Expense, 172-177 



Partnership, 17 

advantages and disadvantages, 17 
compared with corporation, 19, 20 
sharing of profits and losses, 17 
statement of assets and liabilities, 
19 

Percentages in Statements, 302, 303 
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Period Covered by Trial Balance, 

202, 203 
Perpetual Inventory, 70-82, 212, 213 
advantages of, 71-73 
columnar development, 71 
relation to financial condition, 71 
Personal Accounts, 113, 114 
Petty Cash, 134, 135 

record of, 343-345, 360 
Petty Cash System, 343-345, 360 
Practical Accounting, 

defined, xv 
Precautions in Drawing a Trial Bal- 
ance, 197, 198 
Prejudice, 

effect on study, xxii 
Preliminary Trial Balance, 197 
Prepaid and Accrued Items, 233-243 
Present Worth, 4, 12, 14 
Primary Account, 165 
Prime Cost, 173 
Price, 

defined, xviii 
Problems, 

solutions of, xxi 
Profit, 
defined, ii 
factors on which dependent, ii, 

iii 
gross, 177 
net, 180 
Profit and Loss, 

asset and liability method of de- 
termining, 37 
single entry versus double entry, 
37,38 
Profit and Loss Account, 
form of, 267, 272-274 
temporary character of, 283, 284 
three-fold character of, 285 
versus statement, 265, 266 
Profit and Loss Accounts, 167 
Profit and Loss Statement, 288 

defined, xv 
Profits and Income Statement, 288 
account form of, 291, 292 
defined, xv, 289, 292 
forms of, 293-302 
percentages in, 302, 303 
persons interested in, 290, 291 
relation to working sheet, 293 



Profits and Income Statement — cont. 

report form of, 292 

supplementary and complemen- 
tary to balance sheet, 288 
Promissory Note, 

defined, 137 

parties, 137 
Property, 

right of, defined, xvii 
Proprietor's Account, 

single entry, 36 
Proprietorship, 145, 146, 147 

basic accounting problem, 4 

decrease by outlay with no tangi- 
ble return, 98 

increase by sale, 97, 98 
Proprietorship Accounts, 

classification of, 108-110 
Protest Fees, 139 
Proving Subsidiary Ledgers, 207 
Purchases, 

account of, 84 
Purchase Discounts, 182 
Purchase Journal, 336, 337, 340, 
361, 362 



R 

Reading, 

how to read, xx 
Real Accounts, 

classification of, 113 
Rebates, 171 
Receipts and Payments Statement, 

319, 320 
Record Expansion, 61, 62 
Records of Temporary Proprietor- 
ship, 40, 41 
Reducing Balance Method of Depre- 
ciation, 227, 228 
Renewal Defined, 126 
Renewal versus Replacement, 126 
Repair Defined, 126 
Replacement versus Renewal, 126 
Report Form of Balance Sheet, 309- 

311, 314 
Reserve, 

contingency, 232, 233 
discounts for, 230, 231 
mixed, 232, 233 
true, 232 
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Reserves, 

bad debts, 228-230 

classes of, 232, 233 
Rulings, 194 

S 

Sale Proprietorship, 15, 16 

legal obstacles and disadvantages, 
16, 17 
Sales, 

account of, 84 
cost of, 172-177 
gross profit on, 177 
income from, 169-171 
net profit on, 180 
Sales Allowances, 170 
Sales Journal, 337, 341, 342, 362, 

364 
Sales Rebates, 171 
Schedules and Exhibits, 312 
Science, 
defined, iv 
accounting a, v 
bookkeeping not a, v 
accounting a new, vi 
Sectionalizing of Accounting Equa- 
tion, 54, 55 
Self-Balancing Ledger, 166 
Selling Expense, 177-179 
Sight Drafts, 140 
Simple System of Accounts, 328 
Single Entry, 

advantage and disadvantages, 29, 

30 
asset and liability method of de- 
termining profit or loss, 37, 38 
bookkeeping, 28, 29 
capital, 36 
cash book, 32 
changing to double, 41-46, 347, 

348 
closing books in, 349, 350 
daybook, 31, 35 
defined, 86 
ledger, 34, 35 
net worth, 36 
proprietor's account, 36 
set of books, 31 
statement of assets and liabilities, 

37 
uncertainty of, 39 



Single Proprietorship, 15, 16 

legal obstacles and disadvantages, 
16, 17 
Statement, 

amount of detail on, 15 

cash, 320 

financial, 8, 12, 24 

income and expense, 41 

profit and loss, 168 

profits and income, 168 

single entry, 37, 38 

title of, 15 

treasurer's, 320 
Statement of Afl^airs, 8 

compound with balance sheet, 8 
Statement of Assets and Liabilities, 
8, 9, 19, 21, 24, 47 

form compared with account, 64 

forms of, 9, 12, 24, 37, 38 

relation of perpetual inventory to, 

single entry, 37, 38 
Statement of Conditions, 8, 12, 19, 
21, 24 
single entry, 37, 38 
Statement of Financial Position, 

determination of, 47 
Statement of Income and Expendi- 
ture, 319-321 
Statement of Profit and Loss, 
defined, xv 

supplementary and complemen- 
tary statement, 27 
Statement of Profits and Income, 
288-304 
account form of, 291, 292 
defined, 289, 290 
percentages in, 302, 303 
persons interested in, 290, 291 
relation to working sheet, 293 
report form of, 292 
supplementary and complemen- 
tary to balance sheet, 288 
Statement of Receipts and Pay- 
ments, 319, 320 
Statement Percentages, 302, 303 
Statement Preparation, 

work preliminary to, 190 
Share of Stock, 20 
Stock Certificate, 20 
Stockholders, 20 
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Stores, account of, 81, 82 
Straight Line Method of Deprecia- 
tion, 227, 228 
Study, 

how to, XX 
Summary Account, 

defined, 113, 115, 116, 187 
Supplementary Statement, 27 
Surplus, 22 

direct charges against, 253, 254 
System of Accounts, 

simple, 328 



Trial Balance — contimLed 

precautions in drawing, 197, 198 
preliminary, 197 

proving subsidiary ledgers for, 
207 
Turnover, 

defined, 303, 304 
statistical use of, 303, 304 
Turnover and Post Mortem Cost Ac- 
counting, 303, 304 
Two-fold Effect of a Business 
Transaction, 88' 



Taking Inventory, 220, 221 

Tests to Apply for Trial Balance 

Errors, 206, 207 
Theory of Accounting, 

defined, xiv 
Time Drafts, 140 
Title, 

defined, xvii 
Total Income, 183 
Trading Account, 84, 188 

gross profit and, 84, 85 
Trade Discount, 170 
Trading, Profit and Loss Account, 

269-274 
Transfer of Amounts in Accounts, 

192, 193 
Transfer of Profit and Loss Account 

Balance, 267, 268, 283, 284 
Treasurer's Statement, 320 
Trial Balance, 191 

accounts not to be in, 198 

adjusted, 197 

aid in statement preparation, 204 

defined, 195, 196 

facts demonstrated to bookkeeper 
by, 205 

form of, 365, 366 

functions of, 203, 204 

ledger work preliminary to tak- 
ing, 191, 192 

locating errors in, 206, 207 

methods of preparing, 199-202 

order of accounts in, 198 

period covered by, 202, 203 
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Uniformity in Statement Construc- 
tions, 13, 14 
Unrecorded Transactions, 233-243 



Valuation of Inventory, 220, 221 
Value, 

defined, xviii, 3 
Voucher, 

journal, 338, 339 



W 

Wasting Assets, 107 
Wealth, 

classification of articles of, xvii 

defined, xvi 

relation of to organization and 
finance, xviii 

relation to property, xvii 
Working and Trading Assets, 130- 
134 

methods of handling, 130^133 
Working Assets, 130-135 
Working Capital, 106, 130-135 
Working Organization, 

compared with legal organization, 
23 

defined, 23 
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Working Sheet or Statement, 254 locating errors on, 262, 263 

defined, 255, 256 preparation of, 258, 260 

form of, 256, 257, 259 problem on, 257-259 

guiding principle in preparation. Worth, 
260-262 defined, 3 



